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Accruing Pensions as a Part of Current Operating 
Cost 


By INGALLS KIMBALL 


During the last twelve months recognition of the principle of 
accruing pension costs during the working life of the employee has 
been formalized by two important government actions. The 
federal revenue act of 1928 specifically included provision allowing 
as a deduction reasonable amounts paid to a pension trust in 
accordance with the actuarial value of the accruing liability, and 
the interstate commerce commission on November 23, 1928, 
issued an order permitting current charges for the purpose of 
providing for future pension payments. 

The internal-revenue department has for some time recognized 
payments to pension trusts as proper deductions from current 
income. 

In the year 1927 there were paid to some thirty-one thousand 
pensioners under formal pension plans of United States railways 
something more than eighteen millions of dollars, to which should 
be added about a million and a half paid to some twenty-seven 
hundred pensioners under informal railway plans. 

These huge amounts were disbursed as a supplementary payroll 
and charged as a current operating cost. Yet the railroads 
concerned received no value in services performed. Is this item 
justifiable as charged, under any reasonable theory of cost ac- 
counting? The figures in industries other than railways are 
probably larger, but the railway figures are quoted because of the 
regularity of the reported payments under the uniform system 
of accounting prescribed by the interstate commerce commission. 

In one case a railroad has set up out of surplus a fund out of 
which pensions are being paid. In that instance the reserve covers 
only pensions which have already been granted. 

There exist in industry several hundred formal pension plans 
and an indeterminate number of informal plans covering many 
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thousands of employees, under which annual payments running 
well into the millions are carried as an expense of operation and 
are, therefore, charged to current production, although no service 
whatever is customarily rendered by the persons to whom these 
sums are paid. Ina few cases industrial enterprises carry on their 
balance-sheets an item variously designated, but apparently 
intended as a pension reserve. These balance-sheet items are 
as a rule not looked upon by the corporations as of particularly 
sacred character, and in the past year at least one such item, 
running well over a million dollars, has, because of financial 
expediency, been extinguished as a reserve and carried into 
general surplus account. 

In an increasing number of instances trust funds are being 
created; but in many cases these trust funds have been set up 
mainly with the idea of protecting employees. Some funds, large 
in gross amount, are operated on the principle of an imprest fund, 
payments of pensions being made out of income. In these 
cases, when pension payments exceed the income of the fund, 
the deficit is made up by an appropriation from the employer 
corporation as a current expense. Such funds, while decreasing 
by the amount of their interest earnings the apparent costs of the 
employer, have no real effect beyond being to the extent of their 
interest earnings a source of income. 

In a few cases funds have been set up under actuarial guidance, 
and trusteed either with an insurance company or a private 
trustee, into which are paid sums calculated to represent the 
present value of the future pension liability accruing because of 
service rendered during the current year. In these cases, and 
in these cases only, is the future pension liability being recognized 
as a proper charge against current production. 

It would appear from this very meagre outline of the situation 
that there exists in this country great confusion of thought on this 
subject; and without regard to the precise practice which should 
be adopted there can be no question that the whole situation 
wants clarifying. 

Asa step in this direction it is proposed to examine the following 
questions: 


1. Are pension payments necessary to the maintenance of 
efficiency in a permanently operating organization? 

2. Should pension costs be charged as they accrue or as they 
are paid? 
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3. Is the establishment and segregation of a pension fund 
necessary or desirable? 

4. What effect, if any, has the establishment of a pension fund 
on the allocation of pension costs? 


ARE PENSION PAYMENTS NECESSARY TO THE MAINTENANCE OF 
EFFICIENCY IN A PERMANENTLY OPERATING ORGANIZATION? 


For the purposes of this paper it is proposed to assume an 
affirmative answer to this question; nor is there lack of justifica- 
tion for this assumption. 

Undoubtedly cases occur in which employees of long service are 
dropped, without consideration, on account of old age, but these 
are very rare indeed. In many instances employees are retained 
on the payroll for years after they have ceased, because of ineffi- 
ciency arising from age, to produce a value equivalent to their pay. 

An examination of this situation by the Bethlehem Steel 
Company disclosed the fact that out of 300 men retired on pension 
only 111 required actual replacement. Similar figures have been 
disclosed by other investigations. One railway reports that, out 
of 48,000 employees, about 3 per cent. are over 70 years of age. 
The pay of these 1,400 employees is more than a million and a half 
dollars a year, and it seems not unreasonable that the actual 
work performed by them might be done for less than half of this 
amount. 

Not only is the dismissal of old employees long in the service 
extremely rare, but progressive industrialists alraost without 
exception are advocating the adoption of definite retirement 
plans; the number of concerns adopting pension plans or pension 
practice is constantly increasing; only in exceptional instances 
have plans, once adopted, been abandoned, and then only because 
of drastic financial necessity. 

It is, perhaps, sufficient that in the preparation of balance- 
sheets and operating statements the employer’s own statement as 
to the existence of pension plans or of pension practice be ac- 
cepted; but it must be borne in mind that industries newly 
established, and sometimes those already of a certain age, fail 
to recognize the pension liability that may arise in the future. 
In these cases the accountant may well consider whether it is 
not a part of his duty to draw to the attention of management 
the future pension payments which the efficient conduct of his 
business may make necessary. 
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SHOULD PENSION COSTS BE CHARGED AS THEY ACCRUE, OR AS 
THEY ARE PAID? 


Whatever the cause or amount of a pension paid in industry, 
one invariable fact precedent to its granting is length of service. 
A prize or bonus may be given to an individual or group of 
individuals at the end of any year, but the payment of an annuity 
for a series of years or for life is never undertaken in the ordinary 
course of business, except after many years of employment. If 
this condition be accepted as a fact, it follows inevitably that 
with the lapse of each year of service the liability for the eventual 
pension payment increases. If the granting of a pension follows 
years of service in a manufacturing enterprise, and if after the 
pension payments begin no service is rendered, it would appear to 
follow that the product of the active years of the employee was 
properly chargeable with the accruing value of the future pension. 

Taking as an example, for the sake of illustration, a pension 
of say $400 a year, payments under which begin at age 65, 
it would appear that the employer of the operative who is to 
receive this pension should charge his production cost annually 
by a series of annual amounts which, at the expiration of the 
term of service, might be expected to equal the then value of an 
annuity of $400 a year payable for life. Thus, a wage-earner 
employed at 25 years of age, and having therefore 40 years of 
employment before him, would represent a pension cost to the 
employer during each year of service of about $38.45—that being 
the amount which, accumulated at 4 per cent. over a period of 40 
years, would produce $3,800, which is the approximate present 
value of a life annuity of $400. 

Assuming the wage of the employee to be $1,000 a year, this 
amount would represent 3.845 per cent. of the wage. In other 
words, assuming a force of employees all starting to work at 25, 
and for each of whom a pension of $400 a year was to be provided, 
the accruing annual liability would be 3.845 per cent. and this 
would represent an added charge against production cost. 

Unfortunately, the problem is not quite so simple as it would 
from this example appear, for the liability is a contingent one. 
Of a group of one thousand men now aged 25, many will die before 
reaching 65, so the figure can be discounted by the death element. 
In this particular instance death alone will bring about a reduc- 
tion of about 25 per cent. and we find, by reference to the tables, 
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that, instead of 3.845 per cent. the annual setting aside of 2.865 
per cent. would produce the same result. Many men now 25 
will leave the service, and were it possible with accuracy to predict 
the number of withdrawals, it would be possible to set another 
discount figure to cover this contingency. 

On the other hand, contingencies of other sorts must be con- 
sidered. Perhaps the age at entry into the service will not be 
as low as 25, in which case, of course, the annual reserve would 
have to be larger. Perhaps a pension of two fifths of average 
pay after as long a period of service as 40 years would be inade- 
quate (indeed, it probably would). In almost every case wages 
and salaries will advance as length of service increases, so other 
balancing contingencies are to be considered. 

These matters are the affairs of actuaries rather than ac- 
countants, and it is not the purpose of this discussion to determine 
the approximate amount of the reserve that should be set aside, 
but rather to stimulate the thought of the accounting profession 
on the subject, and to bring about an expression of opinion as to 
the propriety of charging currently accruing pension costs against 
current production. 

Let us look at the question for a moment from another angle. 
Let us assume that a manufacturer of wire goods has installed 
an accurate system of cost accounting. Each section of his 
business is treated separately. Among other things he makes 
hairpins, window screens and radio equipment. As the years go 
on the window-screen business, to which he charges raw material, 
rents, power, labor and other costs going into the production of 
window screens, continues normal. He knows exactly how 
much each ounce of window screening costs—when his sales 
represent a profit and when they represent a loss. 

Until 1922 his hairpin department was large and profitable, 
and here again he knew every item of cost. Beginning in 1922 
the use of hairpins, because of a change of fashions, fell off to 
the point that the further manufacture of this article was entirely 
discontinued. At the same time the radio industry came along, 
requiring equipment which could profitably be made in the same 
space that had been occupied by the hairpin department. His 
hairpin machinery had been scrapped, but because he had been 
setting up a depreciation charge against production costs, the 
scrapping of this machinery did not represent an accounting 
loss. 
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Most of the employees who had been employed in the hairpin 
department easily adapted themselves to the making of radio 
equipment; but a few of them who had been long in the service 
were unable, because of their age, to take on new methods and had 
to be dropped. To have discharged these old and faithful 
employees, without financial consideration, would not only have 
been unpleasant and unethical, but from an entirely hard-headed 
business viewpoint it would have been impractical and costly. 
The whole spirit of the organization would have broken down 
under it. The criticism of the community would have been 
hard to bear and would have adversely affected the hiring of new 
people. And so these old men were pensioned. 

Query: What would be the competitive situation of this 
manufacturer in the radio industry should the pensions paid to 
the former employees of the hairpin department be charged 
against radio equipment? Yet surely these men could not be 
charged against window screens. 

At this point the so-called ‘‘supplementary payroll,” as a device 
for taking care of pension costs, shows its fallacy. In practice 
these pensions would probably go into general overhead account, 
and with the increase of the pension roll there would be an increas- 
ing drain on general profits that would be difficult to account for 
and impossible to correct. True, the profits of the hairpin depart- 
ment had been substantial, but since they had in all likelihood been 
disbursed as dividends year by year to former stockholders, it 
would be manifestly impracticable to recover the costs from this 
source. 

It is not clear that this charge, which really came about because 
of the hairpin department, ought to have been set up while the 
hairpin department was profitable; or, if the charge of 2 per cent. 
or 3 per cent. of the labor bill to pension reserve was in itself 
sufficient to throw the hairpin department in the “red,” 
would it not have been better to know this than to have con- 
tinued, with a mistaken idea of profit, to pile up a liability for 
other departments of the business to bear? 

Knowing nothing of the technical science of accounting I 
hesitate to announce general principles; but it seems to me 
logically inescapable that production cost is properly chargeable 
at the time the goods or services entering into production are used, 
and not at the time they are paid for. So far as I know, every 
item, whether it be material, labor, rent or depreciation, is 
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chargeable to production on this basis, pensions alone being 
charged at the time of payment. 


IS THE ESTABLISHMENT AND SEGREGATION OF A PENSION FUND 
NECESSARY OR DESIRABLE? 


Sound pension accounting and sound pension practice do not 
require the segregation of the money out of which pensions will 
eventually be paid, any more than the meeting of any other 
obligation requires the segregation of money for its liquidation. 
Referring again to the similarity between the setting up of pension 
reserves and the setting up of depreciation reserves, it is clear that 
the charging of depreciation and the crediting of reserve account 
do not involve the payment of money. 

When machinery is replaced its purchase is financed out of 
funds currently available, and so pensions may be paid out of 
funds currently available, though charged when paid to the 
reserve and not to current production. A pension falling due 
under a properly organized and announced plan has a status 
precisely similar to that of any other obligation. It becomes, in 
fact, a series of notes payable monthly or otherwise, beginning at 
a certain date. 

If in setting up the reserve the value of these notes has been 
taken at their present worth on a definite interest basis, it is 
obviously essential either that the money be segregated in 
securities that would realize the accepted interest rate or that 
interest be annually credited on the reserve itself. In this 
latter case the interest charge is not a pension charge but is 
chargeable against the same account as that on which all the 
other interest charges of the business appear; it is, in effect, a 
payment by the corporation for the use of money which might 
otherwise have been invested. 

A good many executives, feeling a keen sense of moral obliga- 
tion to employees who have served the business under their 
direction, have brought about the setting up of substantial 
pension funds segregated from other assets, mainly with the idea 
that the future pensions of present employees should be safe- 
guarded. In most instances there has been no effort to relate 
the amount initially put into the fund, or the amount added to 
it year by year, to the existing pension obligation. The funds 
have been arbitrarily set up and amounts paid into them have 
been considered merely as a segregation of a part of surplus. 
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The amounts actually paid to present pensioners, even though 
paid out of the fund, have under these plans been charged to 
operation as supplementary payroll. Obviously, such funds, 
ethically desirable though they may be, have no bearing whatever 
on the accounting problem. On the other hand, when it is 
suggested to an employer that he set up a pension-reserve ac- 
count, these funds, of which he has perhaps some knowledge, 
come to his mind, and he considers the problem to be one of the 
disbursement of cash rather than of proper accounting. 

In almost every announced pension plan will be found a 
paragraph permitting the employer to ‘‘alter, amend or altogether 
to withdraw the plan,’”’ and even in some instances to decrease 
or discontinue pensions, payment of which has already begun. 
Without definite knowledge as to the probable eventual cost, wise 
business men have sensed the possibility of a heavy increase of 
pension disbursements, and have hesitated or declined to commit 
a future management to the payment of large and indeterminate 
sums. 

For the very reason that most pension plans are non-contrac- 
tual, the accountant has in this country given them less attention 
than might otherwise have been the case. Many executives of 
important businesses, which have for years made regular dis- 
bursements, have told me that since the pension was a voluntary 
matter, determined in amount and terms at the date of grant, 
future pension payments did not constitute an obligation that 
could properly be considered a balance-sheet item. Technically 
there seems no doubt that this position is well taken. When 
tested in the courts it has, so far as I know, been consistently 
supported by the decisions handed down. On the other hand, 
there is, of course, no legal obligation upon any business to set up 
a depreciation reserve. Its property may legally be carried at 
cost. The only obligation lying on the accountant in this case 
would be to state the facts. 

The whole tendency of good business, however, would appear 
to be in the direction of over-depreciation rather than under- 
depreciation, and the balance-sheets of most soundly conducted 
businesses show a depreciated value on plant items that is lower 
instead of higher than the actual value. 

In view of all the facts it would seem that conservative financing 
requires the carrying of future pension payments as a contingent 
liability. 
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If currently accruing pension costs are to be charged to current 
operation and if a pension reserve item should show as a liability 
in the balance-sheet, it is obviously essential that these matters 
be translated into dollars and cents. 

A pension is a payment beginning at a certain period and 
continuing for life. It is, in fact, an annuity, and is now begin- 
ning to be so termed by many employers. The value of an 
annuity depends upon the length of life of the annuitant. It is, 
therefore, an insurance question. 

True, the life expectancy for a man who at the beginning of the 
year is 65 years of age is indicated in various tables, and these 
tables and an assumed interest rate are the bases on which 
insurance companies calculate annuity values; but there is no 
assurance whatever that the life of any individual, or indeed any 
limited number of individuals, will conform to the tables. In- 
surance companies, whose business concerns itself with life 
expectancy, give small weight to any experience comprising less 
than 100,000 life years. Thus, a business with 100 or 1,000, or 
even 10,000 employees, only a small proportion of whom would 
come to pension status in any year, might easily find itself seri- 
ously embarrassed were it to assume a definite annuity value 
equal to that used by the life-insurance companies. With this 
warning in mind, it is proper to consider the amount of the 
annuity reserve to be set up as that which would equal the 
purchase price of an annuity from a life-insurance company. 

On the subject of obligating future managements the pension 
committee of the board of governors of the New York stock 
exchange said: 

“A pension promise made today should be covered by financial provision 
made today, rather than left as a responsibility for a future board. In 
other words, the system should be set up on a reserve basis in such fashion 
that its assets may always equal its liabilities, and if change or abandon- 
ment become necessary or desirable in future years, such change or aban- 


donment may take place without the breach of any promise or the deposit 
of any additional funds.”’ 


The principles here suggested fall in well with the amount of 
allowances chosen by many businesses on a basis giving effect 
to length of service and salary. Let us assume that a pension, 
payable normally beginning from the age of 65, is to consist of 
2 per cent. of the average salary of the employee during his whole 
period of service. An employee whose salary is $100 a month 
would be entitled for each year of service to 2 per cent. of $100, 
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or $2.00 a month. If he continue at this same salary for say 35 
years, his eventual pension will be 35 times $2.00 a month, or 
$70 a month. In point of fact, it is probable that by the time 
he reached retirement status his earnings might be $150 or even 
$200 a month. His annuity would have automatically advanced 
for each year of service as his salary advanced until, at the end 
of 35 years, the accumulated annuity might equal $90, or perhaps 
$100 as compared with a final salary of say $175 or $200. Ina 
large number of cases an annuity of 2 per cent. of the average 
salary over the whole period of service would not vary greatly 
from half of final pay when, after 35 years of service, retirement 
status is reached. 

Now an annuity of $2.00 a month, payable from age 65, has 
to an insurance company a perfectly definite value. For an 
employee now 20 years of age a single payment of $24.34 would 
secure an annuity of $2.00 a month, payable from age 65; at 30 
this cost will have risen to $37.60; at 40 to $58.40; at 50 to $93.60. 

It is to be borne in mind that such annuities as are here dis- 
cussed do not involve a series of payments, the amounts quoted 
being the entire reserve necessary to produce the annuity. Thus, 
when an employee 30 years of age is promised an annuity of 2 
per cent. of this year’s salary, and the salary is $100 a month, the 
setting up of a single amount of $37.60 would, without any further 
payment but merely by its own accretion from interest and from 
deaths occurring before age 65, provide a sufficient fund to pay 
the annuity for life. This is a very important point. 

A board of directors, offering a pension of 2 per cent. of each 
year’s salary, has fulfilled its whole obligation when the reserve 
set up is sufficient to produce, by its own accretions, an annuity 
equal to 2 per cent. of this year’s salary for each employee cur- 
rently on the rolls. The reserve set up this year provides nothing 
in the way of pension for the service rendered in any subsequent 
year, nor in any past year. It does, however, completely take 
care of all the obligation that may ever possibly exist because of 
this year’s service. Under a plan thus carried forward from the 
beginning of any enterprise, the reserve is always complete and 
any change which may subsequently develop as desirable may be 
made without in any degree affecting the stability of the pension 
that accrued prior to the change. 

The system here outlined is an annuity system operating as a 
complete and finished thing year by year. Obviously, when 
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employees leave the service prior to pension status, the reserve 
that has been set up with respect of their annuities is free for 
credit to operating account, or for use in the reserve for other 
employees. On the other hand, if a plan such as this be estab- 
lished after an industry is already well along in years, it may 
be made retroactive only by establishing a reserve covering the 
past service of present employees. These are details of practice 
that have no proper place in this discussion. The suggested 
scheme has been thus very roughly outlined mainly as an example 
of one way in which pension costs may be assessed as they accrue. 
The status of pension schemes in mergers and receiverships 
is much simplified by a plan of this type, and in these days of 
corporate mobility such questions are by no means unimportant. 
There are great advantages ethically, practically and financially 
in such schemes supported by joint contributions of employer 
and employee; that such schemes have in the past been under- 
taken with some diffidence is largely accounted for by the fact 
that employers have been loath to undertake schemes which were 
necessarily contractual, and which might bind future boards of 
management to indeterminate obligations. This situation is now 
clearing rapidly, and the great majority of schemes now being 
adopted by enlightened industries are on a contributory basis. 


WHAT EFFECT, IF ANY, HAS THE ESTABLISHMENT OF A PENSION 
FUND ON THE ALLOCATION OF PENSION COSTS? 


This heading is carried mainly for the purpose of emphasizing 
the facts already outlined, namely, that the real pension cost is 
the present worth of the future pension liability arising in any 
year out of that year’s service. From an accounting viewpoint 
it makes no difference whatever whether the amount of this cost 
be paid over to a trustee, segregated among the assets of the 
corporation, carried as a book reserve, or used in the purchase of 
deferred annuities from a life-insurance company. 

Many companies have arbitrarily set up large funds which, 
as hitherto pointed out, have been invested, the interest on which 
has been used in whole or part payment of current pension dis- 
bursements. Others have from time to time arbitrarily thrown 
into the pension-reserve account sums greater or less in ac- 
cordance with the profits of the year. The amounts thus paid into 
funds, if such exist, do not constitute true pension cost any more 
than the amounts paid out in pensions constitute true pension cost. 
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It is essential that the accountant carry in his mind the differ- 
ence between the financing of future pension payments and the 
proper charging of present pension costs. The two problems may 
be related, but they are totally separate. 

If this discussion has served to stimulate the thought of the 
accounting profession on the whole subject it will have fully 
accomplished its purpose. 
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Accounts of the Fruit and Produce Commission 
Merchant 


By GABRIEL A. D. PREINREICH 


The fruit and produce commission merchant is the middleman 
between the grower and the retailer. His principal business, as 
indicated by his name, is the sale of consigned merchandise and 
the remittance of the proceeds to the owner, after deduction of all 
expenses, which include a commission for services rendered. 

In actual practice, the activities of the larger firms are more 
varied and usually embrace all the following: 

1. Sale of consigned merchandise on a commission basis. 

2. Sale of consigned merchandise on a profit-and-loss-sharing 

basis. 

3. Retailing of credit to growers. 

4. Operation of owned or leased farms and marketing of crops 

raised. 

5. Purchase of merchandise as principals for immediate resale. 

6. Purchase of merchandise as principals or agents for deferred 

resale. 
7. Operation of transportation facilities for marketing and 
delivery. 

8. Prosecution of transportation claims. 

As far as his activities as an agent are concerned, the fruit and 
produce commission merchant may well be compared to a stock 
broker: both operate in a highly sensitive and widely, sometimes 
erratically, fluctuating market; both serve a large and changing 
clientele, and both must be equipped to give effect to orders and 
account for them with the utmost promptness. In fact, delay is 
even more fatal to the former, because he is dealing in a per- 
ishable commodity, which, unless promptly disposed of, will turn 
into a liability and invite endless complaints involving questions 
of fact not always susceptible of proof. 

Speed and accuracy in rendering account of sales are so essential 
to the success of every commission house that there shculd be no 
exceptions to the cardinal rule that all shipments received and sold 
during the day must be accounted for before the office closes for 
the same day. An accounting system not adapted to this para- 
mount requirement will inevitably act as a serious handicap in 
the race against the keenest competition. 

Unfortunately, the necessity of maintaining an efficient and up- 
to-date accounting department is not always realized by the heads 
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of large firms, who, as a rule, built up their businesses from a 
very modest start and are therefore not sufficiently conversant 
with modern methods. Old-fashioned, cumbersome practices 
and considerable duplication of work still prevail in many offices, 
although the introduction of a system based upon the latest 
statement machines would simplify the task greatly and insure 
greater accuracy at the same time. 

The following paragraphs will give a brief outline of the routine 
of a large fruit and commission house with particular attention to 
certain accounting problems arising from special conditions not 
found elsewhere, which call for highly specialized treatment if 
the best results are to be obtained. 

Receipt of merchandise. Shipments from many different sources 
are received during the night at railroad freight yards or docks and 
must either be sold on the spot, or be transported to the various 
markets in the city. In either case, the merchandise is eventually 
distributed among the salesmen in lots described in detail on con- 
signment reports prepared in duplicate by the buying agent and 
attached to the shipping documents. The salesman retains the 
duplicate, signs the original and forwards it with freight bill, in- 
spection certificate and other documents to the office, where a sep- 
arate voucher envelope is immediately prepared for each carload 
for the filing of all papers and information appertaining to it. 

Sales. Selling activities are usually confined to the hours 
between midnight and noon. Sales pads containing original 
and duplicate sales slips and two sold cards are used. The origi- 
nal is sent to the billing department and the duplicate retained 
by the salesman, while one sold card is given to the purchaser and 
the other attached to the goods sold. Upon delivery, the signa- 
ture of the purchaser must be obtained and the signed card 
returned to the office, to be filed with others in numerical order 
by days. 

Billing and collection. In the billing department, cartage rates 
are entered on the sales tickets, which are then extended, totaled, 
checked and sorted alphabetically for the benefit of the billing- 
machine operator. 

The collection records present a radical departure from the old- 
fashioned accounts-receivable ledgers, which is necessitated by 
special trade customs and conditions. Perhaps in no other 
business are unauthorized reductions of prices previously agreed 
to so widespread or tolerated to such an extent. A very large 
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percentage of invoices is never paid in full, but returned with so- 
called ‘‘clips’’ marked thereon and accompanied by a remittance 
for the reduced amount. Since each invoice lists many items, 
several of which may be adjusted arbitrarily by the purchaser, 
it would be impossible to record and explain all these differences 
on the standard ledger account. For this reason the accounts- 
receivable ledgers consist of duplicate invoices filed in alphabetical 
order in several loose-leaf binders. ‘These sheets may be marked 
up readily to conform to the explanation furnished, while the 
original bill returned with the remittance is sent to the salesman 
for adjustment with the buyer. Sometimes insistence upon the 
agreed price is successful; generally, however, the differences are 
eventually allowed. 

Invoice blanks are prepared in sets of original and duplicate, 
ready for use in a statement machine having separate counters 
for amount, cartage, containers and total, corresponding to col- 
umns on the invoice. In addition to date, description and price, 
the number of the sales ticket is also entered, in order to facilitate 
reference to the signed sold card, whenever the purchaser can not 
be found to have received the item in dispute. Typed invoice 
sets are filed in an alphabetical tray, the originals being detached 
and forwarded daily or weekly, in accordance with arrangements 
made with the individual customers. Until the invoice is sent 
out, all subsequent sales are simply added to preceding ones on the 
same sheets and the machine automatically prints the grand total 
in the last column. 

Remittances are sorted alphabetically and entered in sepa- 
rate columns of the cash-receipt book for each subdivision having 
a separate controlling account. Postings are made with the 
usual date and folio references by using a “‘paid’’ stamp, or by 
deducting part payments to show open balances. 

Once a week all canceled sheets are taken out and those accu- 
mulated in the tray for the current week substituted, the weekly 
totals shown by the counters of the statement machine being 
posted to the general ledger: 

Dr. Accounts receivable A-—F 


G-O 
P-Z 
Chain stores 
Cr. Sales 
Containers 


Cartage income 
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For weeks overlapping the end of the month, two readings are 
taken from the machine, so that the general ledger may show the 
monthly closing figure as well. 

The allowance book is posted by means of an “‘allowed”’ stamp 
or by deducting part allowances from the amount shown to be due. 
The weekly posting to the general ledger is as follows: 

Dr. Sales canceled 
Sales allowances 
Cost of sales: 


Containers 
Cartage 
Cr. Accounts receivable A-F 
G—O 
P-Z 


Chain stores 


Proof of the correctness of all postings is obtained by preparing 
weekly lists of all open items and comparing the totals with the 
controls. 

The account-sales department. The account-sales department 
has two divisions, one for commission consignors and the other 
for joint-venture shippers and others. Commission consignors 
are those who pay a flat commission for the services of the con- 
signee as already mentioned. ‘Their number is considerable, but 
the individual shipments are small, so that one carload frequently 
contains consignments from several dozen different parties, each 
of whom expects to receive his separate cheque by return mail. 
Joint-venture shippers ship merchandise in carload lots with the 
understanding that the net profit or loss from the sale will be 
shared in a specified ratio, generally half and half. In such cases 
drafts are usually drawn upon the consignee for the cost. Ac- 
count sales are demanded daily, but they need not be accom- 
panied by remittances as the business connection is permanent 
enough to require only periodical settlements offsetting profits 
against losses. 

The voucher envelopes previously referred to form the basic 
record, from which all further entries originate. All documents 
received are segregated according to commission consignors, 
joint-venture shippers, farms operated and outright purchases. 
Separate envelopes must be prepared for each carload, all docu- 
ments stamped with the proper envelope number and the in- 
formation supplied by them entered on the face of the envelope, 
which is then placed in an active file, pending the receipt of the 
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sales reports. Freight bills are passed on to the disbursing desk, 
where their payment is recorded in separate columns of the cash- 
disbursement book in accordance with the plan of segregation. 
Other disbursements to be authorized by the account-sales de- 
partment are the payment of drafts drawn against joint-venture 
shipments and remittances to shippers out of accumulated joint- 
venture profits, charges being made to “‘joint-venture cost’’ and 
“shippers’ ledger control’’ respectively. 

By noon, salesmen report the prices realized for each shipment 
and the high-pressure work of the account-sales department 
begins. Freight and cartage are prorated to the individual com- 
mission consignors, and amounts are extended, added and checked 
before the consignment reports thus prepared are turned over to 
the operators of the account-sales machines. 

The account sales for commission transactions consist of 
voucher cheques with duplicate and triplicate copies, supplied in 
pads with carbon paper inserted, ready for use. The original has 
a horizontal perforation, in order that the lower part, the cheque, 
may readily be detached by the payee. The upper half, the 
voucher, is ruled in columnar form for the recording of the follow- 
ing information: 

Date 
Description 
Price 

Gross amount 
Freight 
Cartage 
Commission 
Net amount 

A statement machine with five separate counters is used and, 
at the end of the day, the totals accumulated are entered in cor- 
responding columns of the commission cashbook. A separate 
bank account is necessary for commission transactions exclusively, 
in view of the excessive number of small cheques mailed daily 
which would render the reconciliation of the general bank account 
too difficult. 

The monthly totals of the commission cashbook are posted to 
the general ledger as follows: 


Dr. Sales of commission shipments Cr. Consignors’ freight 
Cartage income 
Commissions earned 
Cash 
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Consignors’ freight having been charged with freight bills paid 
upon receipt of shipments, the account should now balance. 
Differences must be analyzed and identified with incomplete 
transactions or errors to be adjusted. 

When the voucher cheques are signed and mailed, the duplicate 
account sales are bound in numerical order by days for future 
reference, while the triplicates are filed under the name of the 
agent, who is entitled to a commission for having obtained the 
shipment from the consignor. The monthly sales totals of each 
agent are obtained from these sheets and form the basis of entries 
for commissions payable credited once a month to the individual 
accounts in the agents’ ledger. 

Account sales for joint-venture shipments are somewhat similar 
to those used for commission transactions, except that there are 
no cheques attached and that columns are provided for the 
following: 

Date 

Car number 
Description 
Price 

Gross amount 
Cost 

Freight and storage 
Cartage 
(Commission) 
Half profit (loss) 
Net amount 
Remitted 
Balance 


Blanks are supplied in triplicate sets with carbons, each set 
being used in lieu of a ledger account and filed in alphabetical 
order in trays, as accounts-receivable cards are used with book- 
keeping machines in many other kinds of business. Postings are 
made from the cashbook columns already mentioned to the cost, 
freight and remitted columns of the account sales, while the con- 
signment reports duly completed provide the information for the 
gross amount and cartage columns. Cross footing at the bottom 
yields the one-half profit, the net amount and the balance for the 
day. With these figures inserted, the three copies are separated ; 
the originals mailed; the duplicates bound to support the daily 
totals entered from the counters of the machine into the shippers’ 
journal, and the triplicates filed in loose-leaf binders by the names 
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of shippers, but not until the balances have been carried forward 
to new account-sales sets for the following day. As a rule, no 
commission is due agents on joint-venture shipments. 

The balance of the shippers’ ledger control account must equal 
the total of open balances in the tray, after the shippers’ journal 
is posted as follows: 


Dr. Sales of joint venture 


shipments 
Cr. Joint-venture cost 
= freight and storage 
* cartage 
¥ profits 


(Commissions earned) 
Shippers’ ledger control 


Joint-venture cost and freight accounts should balance, unless 
the sale of a shipment is delayed beyond the end of the month. In 
this case, which will be further referred to under storage transac- 
tions, no posting of cost and freight is made from the cashbook 
until the sale is effected. Any items left unchecked in those two 
cash-disbursement columns at the end of the month will equal the 
balances of the cost and freight controls in the general ledger and 
also the aggregate of items appearing under the same headings on 
the face of voucher envelopes left in the active file. Joint-venture 
cartage is closed out monthly to cartage income, unless cartage 
was earned on an unsold shipment, when the transferring 
entry must be so adjusted as to leave a debit balance in the joint- 
venture cartage account corresponding to the total of cartage 
items listed on the face of active envelopes. 

It will be noted that the shippers’ ledger actually has four con- 
trols, of which three are supported by envelopes and one by the 
alphabetical tray. If the number of transactions is compara- 
tively small and most shipments are received for immediate resale, 
the four controls may be combined in one. In the case of a large 
firm, however, the subdivision will be found helpful, not only be- 
cause errors may be traced, but also because inventory items are 
kept separate from accounts receivable or payable balances. 

Retailing of credit. In most instances it is necessary to finance 
shippers during the growing season and to deduct advances thus 
made from credits due for shipments received. Agreements made 
with individual shippers vary greatly and range all the way from 
clean commission or joint-venture transactions or a combination 
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of both to outright purchases, with provision for the full or pro- 
rated deduction of advances from proceeds of shipments until the 
debt is repaid. In all cases it is possible to use the account-sales 
blanks described, although some of the columns may not be 
needed. 

Such advances are frequently secured by notes, chattel mort- 
gages on crops or other collateral. Memorandum records contain 
the necessary information, which is not reflected on the books of 
account, because experience shows that when crops are poor ad- 
vances are uncollectable, whether secured or not. 

Credit agreements do not provide for interest in the average 
deal, provided the debt is liquidated at the end of the season. If, 
however, the shipper must be ‘‘carried”’ for another season, it is 
customary to charge one year’s interest. 

Operation of leased or owned farms. The usual problem of ac- 
counting for subsidiaries in its simplest form occurs in operating 
leased or owned farms. A separate set of books is kept for each 
farm, controlled by an investment account and an operating ac- 
count for each in the general ledger. A revolving fund account, 
subject to cheques drawn by the farm manager, is opened in 
the local bank for operating expenses and replenished by transfer 
upon receipt of a monthly cash report. Freight and other ex- 
penditures incurred in behalf of each farm are entered in separate 
columns of the cash-disbursement book. Postings are made from 
these records in detail to the farm ledgers and in total to the 
operating controls. Sales are entered by the account-sales de- 
partment in a separate book for each farm and the monthly 
totals are posted to the general ledger as follows: 


Dr. Sales of operated farms Cr. Texas farm operating account 
Cartage income 
Commissions earned 
and to the farm ledgers: 
Dr. Control 
Cartage 
Commissions paid 
Cr. Sales 
In order to determine the ability of operated farms to compete 
with outside enterprises it is advisable to treat them exactly as 
though they were regular consignors. Objections need not be 
raised against this method in the preparation of consolidated 
statements, since the amount of expected income is readily avail- 


able for adjustment. 
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Purchase of merchandise as principals for immediate resale. 
Farm managers and others are frequently instructed to buy 
merchandise and ship it to headquarters. In the case of farms, 
the regular monthly cash statements will show the amount spent 
for purchases, supported by vouchers covering each transaction. 
If it is desired to reflect the profit on the farm books, the sale is 
entered in the farm-sales journal; if not, the farm merely gets 
credit for the amount spent. The same two methods may be 
used in transactions through buying agents. If the agent has a 
contractual interest in the results of his campaign, he may be 
treated like any other shipper to whom advances have been made. 
If not, as in the case of corporate officers, his expenditures may be 
charged direct to cost of sales. 

Purchase and storage of merchandise for deferred resale. Onions, 
potatoes and other durable vegetables are cheaper in fall than in 
spring, and it may therefore pay to store them in large quantities. 
Commission merchants usually engage in this highly speculative 
activity for their own account as well as in behalf of shippers or as 
a joint venture. 

Accounting records treating this phase of the business should be 
especially clear and complete, because it is generally necessary to 
pledge the stock over the winter months as a security for borrowed 
money, the merchant’s own cash resources being already at their 
lowest ebb on account of advances made to his own farms and 
other growers in anticipation of next year’s crop. This fact to the 
contrary notwithstanding, it is the practice to charge all expendi- 
tures to cost of sales and to set up estimated inventories at the 
ends of the months, because the actual amount invested in them 
is often forgotten. In order to avoid guessing, and to save the 
time spent in analyzing all records for the banker, when borrowing 
becomes necessary, it is preferable to open a separate storage- 
ledger column in the cash-disbursement book, in which all cost, 
freight and storage expenditures made for the firm’s own account 
are entered, the monthly total being posted to storage-ledger con- 
trol. Voucher envelopes kept on file for every item form the sub- 
sidiary storage ledger, which should be reconciled monthly in the 
usual way. Inventory statements may be drawn up on regular 
account-sales sheets to be submitted to the bank. When sales 
are made, the corresponding envelopes will be removed to inactive 
files and the amounts charged to the respective subdivisions of 
cost of sales from a monthly summary. 
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Storage transactions in which others participate are best com- 
bined with the regular joint-venture shippers’ records. No 
account sales need be posted or mailed until the merchandise is 
sold, because the payment of his draft is sufficient notice to the 
shipper. Joint-venture cost, freight and storage and cartage 
accounts will, in this case, show substantial debit balances, which, 
however, are readily supported by voucher envelopes in the 
active files, until all stored merchandise is finally sold. 

Operation of transportation facilities. The ownership of a large 
fleet of motor trucks is not only a source of comfortable profit, but 
of considerable satisfaction as well, because of promptness and 
trustworthy deliveries. With the exception of direct sales from 
the docks, the same merchandise is carted at least twice: first to 
the markets and then from the markets to the customers’ premises. 
Repacking and storage increase the need for good delivery 
facilities. 

From an accounting point of view, one feature of trucking oper- 
ations deserves special attention: how to give credit to the trucks 
for every haul without organizing a separate trucking business 
which would render regular bills for its services. The great 
majority of cartage bills can be eliminated by charging the 
cartage rates fixed in many large cities by the truckmen’s unions 
to every shipper and customer and crediting the proceeds to the 
cartage-income account as already indicated in preceding para- 
graphs. An exception should be made in favor of shippers, 
whenever goods are sold direct from the docks, because then no 
service is actually rendered. 

Cartage earned on the hauling of outright purchases to market 
is entered daily from the envelopes in a cartage journal. Another 
daily entry to the same record arises from delivery hauls to cus- 
tomers who prefer to buy at prices including delivery. As no 
cartage may be charged to them, the amount earned is entered in 
the journal instead of on the sales ticket. At the end of the 
month the total accumulated from both sources is charged to cost 
of sales and credited to cartage income. Similarly, cartage cred- 
ited to customers through the allowance book is a charge to cost 
of sales and not to the income earned by the trucks, if the service 
was rendered by them. 

Trips in addition to the regular two hauls for each package are 
reported daily by the truck foreman and entered on the envelopes 
of the respective shipments. Cartage earned on merchandise in 
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storage is credited to cartage income each month by the simple 
expedient of bringing joint-venture cartage and storage-ledger 
control accounts into agreement with the totals shown by the 
envelopes supporting each control. The profit realized by the 
trucks on cartage charged against unsold merchandise is, of 
course, anticipated income, for which adjustment may be made 
when financial statements are prepared. 

Cartage must sometimes be paid to outside truckmen, when 
owned trucks are unavailable. Amounts so expended are a direct 
charge against cartage income. 

Prosecution of transportation claims. Prosecution of transporta- 
tion claims would seem to be merely a secondary activity not 
worthy of being listed among sources of income. As a matter of 
fact, considerable income is realized from the practical application 
of the legal theory that if the carrier fails to deliver the goods at 
the appointed time and market prices subsequently decline the loss 
so suffered should be borne by the party at fault. Competition 
forces railroads to settle claims of this nature promptly, so that it 
pays for a large firm to employ an experienced freight auditor who 
will, of course, investigate all other grounds for claims as well. 

Claims are accounted for on a cash basis. They are entered in 
a claim register, from which a monthly posting is made to memo- 
randum accounts on the general ledger, so as to show the total of 
unsettled claims offset by a reserve for the same amount. Collec- 
tions are posted to the register opposite the original entry and a 
monthly posting transfers the proceeds to income, against which 
the salary of the freight auditor and collection expenses are proper 
charges. If claims are pressed in behalf of some of the larger 
shippers, register sheets may be opened for them like ledger 
accounts and collections divided with them in the agreed 
ratio. 

Accounts payable. It has been assumed that no records of 
accounts payable, such as a voucher register, are being kept. 
Indeed, no elaborate control over liabilities is needed, because 
business is transacted almost entirely on a cash basis. Merchan- 
dise must be paid for either before shipment or, together with 
freight, immediately upon receipt. Accounts which may accrue 
from month to month are therefore limited to expense liabilities 
for which no special system is needed beyond the preparation of 
a list showing classified totals of bills which could not be paid 
before the cashbook closed for the preceding month. 
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Cash records. The more important columns of the cash-dis- 
bursement book, some of which have already been mentioned, 
are the following: 

Consignors’ freight 
Agents’ ledger (commissions payable) 
Shippers’ ledger 
Joint-venture cost 
Joint-venture freight and storage 
Storage ledger 
Merchandise 
Freight and storage 
Containers 
Texas farms 
Florida farms 
New Jersey farms 
Trucking expenses 
Expense ledger 
General ledger 
The columns of the cash-receipt book will be headed somewhat as 


follows: 
Accounts receivable A-F 
G—O 
P-Z 
Chain stores 
Cash sales 


Transportation claims 

General ledger 
Other columns may be added as circumstances require, but the 
general form and use of the books is not different from forms and 
uses in other kinds of business. If too many bank accounts have 
to be carried, a cash summary book will be helpful in obtaining the 
daily cash position. 

Income account. A standard form for the income account, 
which could be pronounced theoretically correct, does not seem to 
have been found so far. A form widely used, which has the ap- 
proval of a prominent accounting firm, disregards the fact that the 
fruit and produce commission merchant is merely a broker after 
all and considers him the purchaser of all merchandise received 
from commission and joint-venture consignors to be resold for his 
own account at the purchase price. In other words, both sales 
and merchandise accounts are inflated by the same figure, namely, 
the total of sales for account of consignors, while commissions 
earned and joint-venture profits are stated as separate income 
items. 
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It is true that the agency relationship is not so well defined in 
all its ramifications and is not consistently followed to the same 
conclusions as in the case of other brokers. For instance, sales 
allowances can not be collected from shippers, sales including 
delivery are not adjusted for cartage expense, transportation 
claims collected are not passed on to consignors unless it is so 
specifically agreed. On the other hand, salesmen seldom identify 
every price with a package and an individual consignor; they 
merely report the market average for everybody, perhaps with a 
slight tendency to be on the safe side, which is, in turn, checked 
by competition. When small quantities of merchandise remain 
unsold, they are in effect purchased from the consignor without his 
knowledge, by sending him an account sales and a remittance 
based on the market price. These trade practices may imply a 
certain measure of proprietary interest, but they hardly justify 
the utter disregard of the commission merchant’s position as a 
factor, nor the statement of the same income twice—once in the 
gross amount under sales and again in net figures as commissions 
earned, etc. 

A compromise which will satisfy the merchant’s insistence that 
his total sales be shown and will also describe facts more accu- 
rately is suggested in the following form: 











INCOME 
Sales. ne ag $7,892,341.57 
Less: sales for account of 
Commission consignors * , $2,908, 238.21 
Joint-venture shippers . 3,416,089.01 6,324,327.22 
es: Dik eh Ng bo ees Le $1,568,014.35 
Commissions earned. . . 6 290,823.82 
Profit on joint ventures ; ox 277,976.86 
2,136,815.03 
Less: sales allowances. . . SG 91,814.56 
Total income from sales $2,045,000.47 
Cost of sales 
Merchandise. ..... m $823,123.53 
Freight and storage. 390,137.18 
eres 32,924.92 
Containers... .. ; 17,929.48 





* Includes operated farms. 
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Agents’ salaries, commissions and ex- 


penses... $80,498.45 
Miscellaneous 1,653.88 $1,346,267.44 
Gross profit . $ 698,733.03 


The remainder of the income account does not present special 
problems. Income from farming, truck operations and claims is 
best included under the caption ‘‘other income,” after general 
and administrative expenses, since it is derived from activities 
which are not an integral part of the commission merchant's 
business but merely incidental to it. 

The various forms of income accounts all suffer in point of 
clarity from the fact that collection records are not segregated 
according to the three main sources of income. Allowances, for 
instance, are known in total, but can not be allocated separately. 
This, however, must be considered a matter of secondary impor- 
tance compared to the necessity of saving time and effort, and of 
reducing the unwieldy mass of detail to manageable proportions. 
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Phases of Budgetary Control * 
By FRANK S. HEcox 


There is perhaps no subject of more vital interest to manage- 
ment than ways and means of controlling operations. One of 
the most effective means of controlling operations is by the use 
of a budget system—a statement of future accounts. The 
accounts record what has happened in the past; the budget shows 
what we expect will happen in the future. The responsibility 
for the preparation and operation of the budget is delegated to 
individuals and the budget should be so prepared that they can 
be held accountable for actual results. 


PURPOSE 


The purpose of the budget is to maintain control over the 
following factors that are present in every business: regulation of 
cost of sales; regulation of expenses; investment and turnover 
in inventories; expenditures for plant additions and plant changes, 
and the regulation of finances. A budget forecasts sales, pro- 
duction, buying, expenditures, financing, profits and financial 
position. 


ORGANIZATION FOR PREPARATION OF BUDGET 


Before installing a budget the organization must be thoroughly 
in favor of the idea of budgetary control. In many cases it is 
better to start in a small way than with a complete budget. A 
company can start with a cash budget, and as the organization 
sees the advantages and results to be obtained the plan can be 
gradually increased until it is extended to all phases of the busi- 
ness. There must be a proper organization for budget control 
and administration. Probably the most satisfactory results are 
obtained through a budget committee composed of the functional 
heads. The comptroller or other accounting officer should be a 
member of this committee. In the preparation of a budget the 
first step is to classify the various functions and fix the responsi- 
bility for the preparation of forecasts. It is the duty of the 
person in charge of the budget to see that all forecasts are made 
and assembled and that the completed budget is prepared well 
in advance of the budget period. The person in charge of the 


* Address delivered at a meeting of the Oregon State Society of Certified Public Accountants. 
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preparation should furnish department heads with information 
relative to past performance. The expense accounts should be 
properly classified into the natural functions of manufacturing, 
selling and administration so that responsibility may be properly 
fixed. The budget period may vary in time from a few months to 
a year. However, it should be long enough to include a complete 
cycle from the purchase of the raw materials to the sale of the 
finished product. 


THE MASTER BUDGET 


The master budget is composed of the following schedules, 
which will be discussed in the order named: sales forecast, pro- 
duction and purchase forecast, expense forecast, plant-addition 
and plant-change budget, cash budget, other-income and other- 
deductions forecast, and the estimated balance-sheet and profit- 
and-loss statement. 

The responsibility for the sales forecast rests on the executive 
in charge of sales. In preparing this forecast the sales for the 
previous year should be studied, any marked trend noted, an 
analysis made of the existing market and all desirable or unde- 
sirable factors taken into consideration. In the case of a concern 
doing a national business the salesmen in the field present their 
forecasts to the territorial sales managers. The territorial sales 
managers revise the salemen’s forecasts to what they believe can 
be reasonably expected and forward them to the sales manager, 
who likewise amends the forecasts in light of additional data that 
he may have. The forecast submitted should show the number 
of units expected to be sold each month of the fiscal year. It 
is first prepared in quantities, to show the expected sales by 
months for the whole period, and later summarized, showing total 
sales values. 

The responsibility for the production and purchase forecast 
rests on the executive in charge of manufacturing. The pro- 
duction schedule is based on the sales forecast, taking into con- 
sideration the desired ending inventories and the beginning 
inventories. This is summarized by units, by lines, by months. 
It is the function of the purchasing department to buy the raw 
materials and have them available when needed for production. 
It is the function of the cost department to estimate the direct 
labor for the production schedule. In the last few years many 
manufacturers have installed standard costs and now use prede- 
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termined rates for materials, labor and manufacturing expense. 
The standard costs established are the budget costs. 

The expense forecast represents all expenditures in a manu- 
facturing concern other than direct materials and direct labor. 
In the case of a retail or wholesale concern it represents all expense 
except merchandise purchased for sale. The departmental fore- 
casts are prepared by the various department heads, covering 
the items for which they are responsible. The expense forecast 
should be divided into the manufacturing, selling and adminis- 
trative sections. Expenses under these main divisions are further 
divided into fixed expense and variable expense. In the manu- 
facturing-expense section among the absolutely fixed items are 
such expenses as superintendence, depreciation, taxes, insurance, 
etc., which may be referred to as 100 per cent. fixed, since they 
will be the same whether the production is 50,000 units or 100,000 
units. Among the 100 per cent. variable items are expenses such 
as inspection, material handling and manufacturing supplies that 
vary according to the production. Between the classes 100 
per cent. fixed and 100 per cent. variable there are expense items 
which are partly variable, such as light, heat, power, salaries, etc. 
A practical method of arriving at the degree of variation of these 
partly variable expenses, according to volume, is to use a per- 
centage calculated on past experience. 

Plant-addition and plant-change budget provides for purchase 
of new buildings or equipment and for any extraordinary repairs 
that may be needed for carrying out the production forecast. 
The purchasing of new buildings or equipment is analyzed from 
the viewpoint of the profit return on the added investment and 
consideration is given to the conversion of current assets into 
fixed assets. 

The cash budget is usually diviced into two sections. The 
cash-receipts section shows the estimated cash receipts for the 
budget period. In most concerns this is composed of the col- 
lection of sight drafts, accounts and notes receivable. There 
should be estimated the expected collection of each month’s 
billing based on past experience. The cash-disbursements sec- 
tion shows the expected accounts payable, notes payable, pay- 
rolls, manufacturing, selling and administrative expenses. 

The other-income and other-deductions forecast includes non- 
operating income and expenses such as interest, dividends, federal 
income tax and any extraordinary incomes or expenses. Using 
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the above forecasts there can be compiled an estimated balance- 
sheet and profit-and-loss statement as of the end of the budget 
period. 


OPERATION OF THE BUDGET 


The budget should be flexible, and a monthly revision should 
be made, eliminating the first month and adding a new month. 
Flexibility is essential in order that advantage may be taken of 
any favorable or unfavorable condition that may develop. The 
budget is practicable only to the extent to which it is applied to the 
control of operations and expenditures. It is a standard with 
which actual results are measured. It should be the chart that 
governs the course of the business. The department heads 
receive copies of their departmental budgets and the general 
manager receives copies of all budgets. Monthly comparison 
should be made between the actual results and the budget, and 
the causes of variation should be analyzed. 


THE BENEFITS 


Budgetary control plans responsibility, coérdinates individual 
departments, regulates expense according to income, maintains 
proper inventory control consistent with the volume of sales and 
is a yardstick with which to measure actual accomplishment. 
It acts as a safety signal in pointing out unfavorable trends. 

The professional accountant can render a distinct service by 
convincing business executives of the benefits to be derived from 
controlling operations by the use of the budget. The professional 
accountant is best qualified by training and experience to analyze 
and interpret the facts with reference to past results and to 
render sound advice in the preparation and supervision of the 
budget. In far too many instances business men are awaiting 
the post mortem at the close of the year to determine the reasons 
why profits did not come up to expectations, or even the reasons 
why the year’s operations resulted in a loss. There is no excuse 
for this condition of affairs when day-by-day operations can be 
visualized and regulated by intelligent budgetary control. 
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What an Accountant Should Know about Law* 
By JOHN J. SULLIVAN 


What should an accountant know about law? I shall not at- 
tempt to give a complete list of legal topics with which an ac- 
countant should have some acquaintance. Any such list must 
vary in accordance with the particular clients whom any given 
accountant has occasion to serve. For instance, accountants 
having much to do with mining companies must know a lot about 
the peculiarities of mining law involving special problems of 
exhaustion of the mineral body, and in many instances, special 
problems relating to mining leases. There is a tremendous field of 
statutory and judge-made law concerning coal mining alone. 

This brings me to mention that we can not approach the law as 
if it consisted of a definite number of certain rules running in a 
series, say from No. 1 to No. 10,000,000, both inclusive. The 
law is like the air we breathe. It permeates everything. It 
affects all the relations of political, social and business life. These 
relations are changing constantly and while the law must be kept 
fairly steady it must also reflect changing conditions and new 
tendencies. 

I would emphasize this thought, for I fear that some account- 
ants get into the way of regarding legal rules as if they were fixed 
quantities capable of final and absolute determination, the same 
as a problem in arithmetic. This mistaken way of thinking has 
led some accountants, and some lawyers also, to urge on their 
clients the solution of such problems as corporate organization and 
financing entirely on the basis of the savings in taxes to be effected 
under the application of existing tax laws. Then, perhaps, hardly 
is the new enterprise launched when the tax laws are changed 
and some economic vice in the corporate set-up causes endless 
trouble, while the supposed advantages from the viewpoint of the 
taxes have quite vanished. 

Therefore, I should divide law into two categories: first, those 
fundamental principles which are seated on justice and honesty 
and logic, which must remain constant, and, second, those 
more or less arbitrary rules and regulations, some reasonable, 
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some unreasonable, which a legislature or a state or federal bureau 
may lay down and are essentially changeable. 

Any accountant who would go far in his profession should 
prize a knowledge of the fundamental legal principles far more 
than a knowledge of the latest regulations. Needless to say, the 
technical detail of working out a particular problem may necessi- 
tate full recognition of the current regulations, but they should 
be accepted at their actual transient value and not be given undue 
weight in formulating a permanent programme which is to govern 
the affairs of some business concern perhaps long after the existing 
regulations shall have been swept away. 

I lay stress on this thought for it is vital to any truly profes- 
sional education. It marks the dividing line between the archi- 
tect and the mere draftsman; between the chemist and the mere 
analyst who spends his life applying some rule of thumb to the 
materials brought before him, without any appreciation of the 
scientific principles which underlie that rule of thumb; between 
the engineer and the mechanic; between the physician and the 
masseur. 

It is impossible for any one head to learn and memorize all the 
statutory and departmental rules and regulations that our busy 
legislatures and other branches of government are forever devis- 
ing and then altering. It is perhaps a mistake to attempt to load 
one’s memory with a lot of unessential information, just as a 
banker who must pass on problems of investment and of other 
matters involving thought and judgment should not waste his 
time and burden his memory with all the figures of a long interest 
table. 

Starting from this point I suggest that an accountant desiring 
to increase his knowledge of the law should begin by taking a 
definite course of legal studies. If, having completed this 
course, he finds that his thirst is still unquenched he may 
take up some well written textbooks. In his selection of 
such textbooks I should warn him against anything which 
professes to be encyclopedic. There is an old Greek maxim 
to the effect that the half is greater than the whole. The articles 
in a legal encyclopedia intend to beexhaustive. The result is that 
they fail to give proper proportion to the various rules and deci- 
sions which they set forth, and the casual lay reader is likely to 
flounder through a sort of legal everglades without any chart or 
compass. Sometimes after reading a legal treatise which pur- 
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ports to be comprehensive one finds that one actually compre- 
hends little or nothing of it. Moreover, some of these treatises 
are written mechanically by hack writers who have neither special 
experience nor inspiration. The same caution applies to text- 
books. <A well! ordered work on corporations in a volume or two 
is more suitable for an accountant who is trying to get a grasp of 
the principles underlying the corporate structure than a ten- 
volume work giving indiscriminately all the decisions by all the 
courts. The ten-volume work may be consulted in an effort to 
learn the details when a special problem arises, but the shorter 
work setting forth the true relations of the various parties inter- 
ested in a corporation, all in their due proportion, is far more 
useful for reading through and making the information part of 
one’s permanent mental equipment. 

Needless to say, when I speak of the smaller work as being 
sometimes preferable to the larger one, I do not mean to praise 
every book merely because it is small. There are many small 
legal textbooks which are of slight value. On the other hand, 
there are comparatively large works, such as Samuel Williston’s 
books on contracts and sales, which are masterpieces. 

In every branch of the law there is likely to be some one work 
which towers over its fellows and states real principles in that 
branch of the law accurately, in proper consecutive order and 
with a due sense of proportion. These are the books to prize and 
make one’s own, not by merely acquiring title to them through a 
transaction at the bookseller’s, but by reading them and letting the 
brain work as the eye roves over the type. 

I remember a law student with whom I prepared for some ex- 
aminations at law school many years ago. He was a neat 
penman and lavished large sums of money on the purchase of all 
the books recommended by our professors. When going over these 
books he would underline in red ink every line of each page, and, 
judging by the results of the examinations, I think that he was 
more occupied with his own lines than with the printed lines 
which he was expected to study. He had no sense of value or 
proportion. 

In conclusion, may I suggest as a group of important legal sub- 
jects worthy of any accountant’s study the following: contracts, 
sales of personal property and real estate, suretyship and guar- 
anty, the settlement of estates, property law, including real estate 
and personal property, banking law and insurance law. The 
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immediate value of some of these studies may not be apparent, 
but the accountant will find them truly instructive. Instruction 
means building in, and I can not close my remarks better than by 
repeating what I urged at the outset, that what a really profes- 
sional accountant should seek is to build up the structure of his 
mind rather than to busy himself entirely with the passing in- 
formation such as is gleaned from this afternoon’s newspaper and 
is promptly and properly discarded like the newspaper itself. 
Even from the purely pecuniary viewpoint, the returns in the 
long run from acquiring the fundamentals are likely to exceed by 
far any returns from the learning of transient and petty details. 
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Balance-sheet Vaiuation in German Law 
By JosepH L. WEINER 


The correctness of the principles on which balance-sheets are 
prepared comes frequently before courts and is now occupying 
the increasing attention of legislatures. Irrespective of legal 
compulsion, the preparation of balance-sheets is a universal 
practice. But it is natural that interest in theories of valuation 
should be liveliest when the preparation of balance-sheets is 
prescribed by law. This has been so in Germany since 1861. 

The balance-sheet provisions of the present German commercial 
code, adopted in 1897, are substantially the same as those of the 
1861 code. The duty to keep books is provided for by section 39 
of the present code: 


“Every business must keep books in which its business transactions 
and the state of its property are to be intelligibly recorded according to 
the principles of proper bookkeeping.”’ 

Section 39 provides also for an opening balance-sheet and an 
annual balance-sheet thereafter. 


EARLY CONTROVERSY 


Section 40, which provides, inter alia, how the assets and lia- 
bilities are to be valued, is in part as follows: 


“. . . Inthe inventory and balance-sheet each item enumerated among 
the assets and liabilities must be set down at the value which ought to 
be ascribed to it at the date as of which the inventory and balance-sheet 
are being drawn up. 

“Doubtful book debts must be set down at their probable value; 
unrecoverable debts must be written off.”’ 

With the exception of the specific injunction about debts, the 
operative words are clearly ‘‘the value which ought to be as- 
cribed”’ to the asset or liability. This phrase has an interesting 
history. In 1857, prior to the unification of Germany, a con- 
ference was called to draft a uniform commercial code for the 
then independent German states. The basis of the conference 
discussions was a draft prepared by the Prussian representatives. 
This draft contained only a few valuation rules, to wit, goods and 
materials were to be carried at the lower of cost or market, 
merchandise which had depreciated through being stored and 
machinery worn out by use were to be valued at correspondingly 
lower figures. No other valuation problems were mentioned. 
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This section was vigorously attacked in the conference, es- 
pecially on the ground that it was too specific. To meet this 
objection, the statute was made to read that the assets and lia- 
bilities were to be set down at their ‘“‘true value.’ This in turn 
was changed by substituting ‘‘ value which ought to be ascribed,” 
leaving the section as above. 

This “value which ought to be ascribed”’ is a far cry from the 
cost-or-market principle of the Prussian draft. But did the con- 
ference intend such a change? Not at all. The conference 
minutes contain the surprising declaration that the valuation 
provision is modeled substantially on the original draft. 

In the other fields of German law, cost and value were regarded 
as distinct, almost as opposites. They are still so regarded in 
most fields of law. Value was generally assumed to mean market 
or exchange value, variously referred to as verkehrswert, gemeiner 
wert, verkaufswert. It was natural, therefore, for jurists to in- 
terpret the statute in the light of this accepted usage despite the 
assertion that this was “‘substantially”’ the draft provision. In 
any event, they concluded that “‘value,’’ as used in a statute and 
unless qualified by other language, meant legally ‘‘exchange 
value.” 

This was the situation in the absence of a court decision. In 
fact, no authoritative decision appeared prior to 1873. In that 
year an interesting case in valuation arose. A corporation was 
formed to take over a banking partnership on the basis of the 
latter’s book value. Among the bank’s liabilities were gold 
deposits, payable in specie but not callable for six months. The 
bank’s book entries were in terms of silver thalers, which were 
legal tender, at current prices for gold. The corporation argued 
that the gold deposits should have been calculated at the gov- 
ernment gold-silver ratio, which was higher, and would, there- 
fore, have resulted in an increase in the liabilities. The court 
held that the probable price of gold at the time of repayment was 
to be determined ; that the current price and the official ratio were 
merely facts to be taken into consideration in determining that 
price. Ina dictum the court sought to lay down general valua- 
tion principles, as follows: 

“The value which is determinative for the balance-sheet is in all cases 
the general exchange value in contrast to some figure based solely on 
wilful individual judgment or pure speculation. The balance-sheet 


should correspond, with objective truth, to the real state of the property 
and it follows from this that assets or liabilities which have a market or 
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exchange value should as a rule be entered in the balance-sheet at such 

value, whereas for other assets their present objective value is to be 
duuemined in some other way. According to this view the idea of a 
fictitious instantaneous general realization of all assets and liabilities is 
the concept underlying the balance-sheet; but at the same time the view- 
point is that in reality the continuation and not the liquidation of the 
business is intended. Therefore, in the determination of the individual 
values, the influence of liquidation upon the latter is to be left out of ac- 
count. 

This encyclopedic dictum contains many propositions worth 
investigating further. We are met at the outset with a contrast 
between exchange value and subjective value, a contrast by no 
means unique, inasmuch as reproduction cost, actual cost and 
several other possible bases are fully as objective as market value, 
and superior, in many circumstances, in the ease and accuracy 
with wh:ch they can be determined. 

That the balance-sheet should represent merely those ‘‘objec- 
tive values’ envisaged by the court in the second sentence 
quoted, rather than subjective opinion (estimates) would be 
vigorously disputed by numerous authorities; moreover, that 
such objective truth, even where it is desired, is best mani- 
fested by market price, where such exists, is not free from 
doubt. 

The most striking proposition of all is the statement of the 
underlying concept of the balance-sheet, a statement which if 
it makes sense has none the less baffled even its defenders. 
Whatever strained construction one may put upon it, it is difficult 
to escape the contradictio in adiecto—the sale that is not a sale. 
However, these difficulties were not apparent at the time, and 
with startling unanimity contemporary writers agreed that all 
the court meant was “‘sale price’’ as a criterion. A typical 
contemporary paraphrase is that of Endemann: 

“‘ According to mercantile theories this value appears to be the sum which 
the given object would realize at the time in question at an immediate sale.”’ 

But the court was not destined to escape so lightly. However 
logical its interpretation may have been, it did not prove feasible 
in practice. In practice, sale prices were regularly ignored, as 
they obviously had to be in the case of fixed assets. The rail- 
roads in particular were aggrieved. Since the investment of the 
roads varied only slightly from time to time, their chief interest 
was in an accurate profit-and-loss account which would enable 
them to control rates and measure the relative profitableness of 
the lines. ‘‘Some railroads had no real balance-sheets whatso- 
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ever. They called their income and expense accounts balance- 
sheets.’”’ They naturally resented any rule of law which would 
compel them to show sale values, to say nothing of the ludicrous 
results. 

This issue was squarely presented in a case in 1879. The 
defendant railroad had issued some 17,000,000 marks in bonds in 
order to acquire shares of a connecting company, of 20,000,000 
marks par value. The shares were carried on the books at cost, 
i.e., 17,000,000 marks. Plaintiff, a junior shareholder, proved 
that on the basis of the market quotations for the shares they were 
worth only 5,000,000 marks and sought an injunction against 
dividends on the preferred shares until the deficit was made up. 
The court refused and said that fixed assets might be carried 
at cost, on the ground that the statute permitted such valua- 
tion in the case of assets ‘‘which by their nature are not subject 
to any other measure of their present value.” 

Later decisions oscillate between the different theories, with- 
out apparent efforts toreconcilethem. Thus in 1887 the court was 
positive that according to section 40 cost was not an upper limit 
any more than it could be used for a plant actually worthless; 
the value which ought to be attributed to the asset was decisive. 
The value in question was one which a more or less extensive 
circle would regard as the price that could be realized if the assets 
were sold. 

In the same decision, however, the court insisted that it was 
error to ignore the income of a business in establishing the value 
of the fixed assets. The lower court had said that the balance- 
sheet should reveal the market price of the individual assets, 
intimating that the difference between the total so determined and 
the estimated worth of the enterprise as a going concern might 
then be separately entered as goodwill. ‘‘In doing this,” said 
the supreme court, ‘‘the court below ignored what is in fact the 
most important element in the determination of value, since in 
estimating the value of the fixed assets of an enterprise the truth 
is most closely approximated if a value is calculated corresponding 
to a capitalization of income, taking into consideration the influ- 
ence of permanent or merely transitory conditions. If we should 
deny the decisive significance of average earnings in the past we 
would set ourselves in opposition to every-day experience, which 
is, that in bargain and sale the figures for past earnings are 
fundamental to the seller in fixing his price.” 
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It is apparent that instead of clarifying the law this decision 
involves a contradiction even more vital, and more destructive, 
than the earlier one. The 1873 decision had an accepted sig- 
nificance—sale value—which, whatever its drawbacks, was at 
least intelligible and subject to practical application. The pres- 
ent decision, authorizing as it did a consideration of the value of 
the business as a whole in determining the values of the respective 
assets, could result only in confusion. 


THE CORPORATION LAWS OF 1884 AND 1897 


The next step forward was taken by the legislature. In 1870 
an unparalleled wave of promotion and stock speculation started 
in Germany, which came to an abrupt and calamitous end in 1873. 
Much of the blame for this was placed on the corporation law, 
and a legislative investigation was instituted with a view to in- 
troducing more stringent laws. Examination of the balance- 
sheets of that period revealed that promoters and their attorneys 
conveniently interpreted ‘‘value’’ as probable sale price, and they 
devised balance-sheet values hardly justified by their most san- 
guine expectations. Huge quantities of stock were unloaded on 
the assumption that the companies involved had huge earned 
surpluses. 

A new corporation law developed from the investigation and it 
made numerous changes. Among other things, comprehensive 
provisions were enacted with respect to balance-sheets and divi- 
dends. The basic valuation rules are in section 261 of the present 


commercial code, which provides: 


“For the preparation of the balance-sheet the provisions of section 40 
apply, subject to the following rules: 

“1. Securities and merchandise that have an exchange or market value 
may not be valued higher than the price at which they were quoted at the 
time as of which the balance-sheet is prepared, or if such price exceeds 
the cost of acquisition or production, then not higher than the latter. 

‘2. Other property may be entered at the cost of purchase or production 
at the highest. 

“3. Plant and other property intended not for resale but to be per- 
manently employed in the business may be valued at its cost of purchase 
or production irrespective of their being worth less, provided a sum cor- 
responding to physical depreciation is written off or an equivalent amount 
is set up in a renewal fund. 

“4. The cost of organization and management may not be carried in 
the balance-sheet as an asset. 

“5. The amount of share capital and of each reserve and renewal fund 
must be carried among the liabilities. 

“6. The balance of profit or loss must be separately stated at the foot 
of the balance-sheet.”’ 


Here the accountant is in more familiar territory. Aside from 
the inflexibility of these rules, they are still standard accounting 
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practice. A few outstanding features may be briefly noted. 
Fixed assets are valued at cost less depreciation; current assets at 
the lower of cost or market; organization expense may not be 
capitalized (this is more rigorous than is currently demanded). 
An interesting but not obvious point with respect to fixed assets 
is the following: the statute provides that current assets must be 
valued at the lower of cost or market; on the other hand, fixed 
assets may be valued at cost less depreciation, ‘“‘despite a lower 
value.’’ But suppose that they have a higher ‘‘value’’? If this 
‘“‘value”’ is exchange value then section 40 allows it to be entered in 
the balance-sheet. However, section 261 (2) forbids entering any 
asset at more than cost. Therefore, cost is the maximum, but no 
depreciation need be written off in such a case. 

The surplus shown on the balance-sheet thus prepared is not 
entirely available for dividends. Section 262 requires that all 
paid-in surplus, and also one twentieth of the annual profits, must 
be credited to a statutory reserve until the reserve is equal to one 
tenth of the share capital. The reserve may be encroached upon 
only to cover deficits. 

Section 261 is worded misleadingly. It reads as if it merely 
provided certain exceptions to section 40. In fact, it covers 
practically the entire field and the major questions of valuation in 
corporate balance-sheets were set at rest by it. 


’ 


FINAL INTERPRETATION OF ‘‘ VALUE’ 


Important as the corporate legislation was, it applied only toa 
limited group, whereas all business enterprises in Germany are 
required by law to prepare annual balance-sheets. This is es- 
pecially significant since the corporate legislation applied only to 
the “‘stock-corporation”’ (aktiengesellschaft) and not to the far 
more numerous “‘limited liability companies”’ (gesellschaft mit 
beschrankter haftung). A new era for the other companies 
may be said to have set in with the publication by H. V. Simon of 
his Balance-sheets of Corporations. 

Simon asserted boldly that the words ‘‘ value to be ascribed” 
to the asset, as used in the statute, did not refer to any particular 
value, but left the valuer free to exercise sound judgment. Or, 
to use his own words, the legislators ‘‘chose the somewhat colorless 
phrase in order to preserve existing commercial practice.’’ This 
interpretation was not likely to have much effect, nor should we 
be interested in it, but for the fact that it was supplemented by a 
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definite set of valuation principles. Simon believed that he had 
found the true principles by an analysis of the nature of the bal- 
ance-sheet. It was, he admitted, a picture of property but none 
the less of ‘‘the property of a definite personality. Severed from 
this personality the individual assets assume another character; 
some are entirely non-transferable, many more change in value 
when transferred. An article which is significant for one person 
solely for its use is valuable to another only as an object for ex- 
change. The same article may have a different value in use for 
different persons according to the means which they are capable 
of expending on it and according to the use to which they put it. 
But for the stock corporation or business man, who desires a pic- 
ture of his financial status, the sale value of property which he 
intends for use in his business is immaterial, and so is the use 
value of an article which he intends to sell.” 

This is an emphatic statement of the now familiar distinction 
between fixed and current assets. But to Simon it was more than 
that. He believed that the balance-sheet should take into ac- 
count not only the purpose for which the asset was used, but also 
the ability of the owner of the asset to use it profitably. 

Unfortunately, Simon offers no clearer explanation of “‘ value in 
use”’ than the one quoted. 

It is inconceivable that he employed the phrase in the sense in 
which it is ordinarily used by the economist, e.g., that a bucket of 
water has great value in use but not in exchange. It is more 
likely that Simon had in mind some such notion as ‘‘value to the 
owner”’ for in later portions of his book he suddenly changes from 
value in use (gebrauchswert) to value to the going concern 
(betriebswert). In this he has been followed by Staub, the lead- 
ing commentator on the commercial code, who employs the 
phrase “ value to the business’’ (geschaftswert). 

In analyzing the substitute, we must remember that neither 
Simon nor Staub was particularly concerned with the valuation of 
current assets. Either cost or net selling price or the lower of the 
two for current assets would have been accepted by everybody 
without any considerabledemur. The difficulty lay in the valua- 
tion of fixed assets, for which some non-exchange standard had to 
be created. 

What is basic in these alternatives to exchange value is, in the 
first place, a conviction of the inadequacy of liquidation prices to 
measure the contribution of fixed assets to the total value of a 

201 











The Journal of Accountancy 








business, and, secondly, the obvious necessity of taking account of 
the fact that the asset is used in a going business and for a particu- 
lar purpose. Assuming, however, that all this is summed up in 
the phrase ‘‘ value to the business’’ it remains to be seen whether 
this is a serviceable concept for the preparation of balance-sheets. 
How shall such a value be estimated? If the profit of the busi- 
ness is to be capitalized, there is no ready means of distributing 
the total value among the individual assets. The balance-sheet 
—and the statute—require not a value for the business, but the 
values of the individual assets comprised in the business. 

But the application of the rule of ‘‘value to the business”’ in- 
volves other and more serious objections. Simon and Staub are 
both of the opinion that proper application of this rule requires 
cost less depreciation as the value of fixed assets. But this 
purely arbitrary figure is hardly ‘‘value”’ to any business. Sup- 
pose, for example, that the same machine is used by two com- 
panies, the first at a considerable distance from the place of manu- 
facture of the machine and the second at the very place. The 
usual practice is to capitalize the purchase price plus cost of trans- 
portation and installation. It may be, of course, that they are 
each worth the amounts thus shown by the books, as evidenced by 
the fact that the respective managements are willing to pay such 
prices, yet they produce identical services, other things being 
equal. Suppose, however, that the manufacturer of the machine 
should move to the place where the first company is situated. 
Would the second of these companies then be justified in capi- 
talizing an unincurred cost of transportation on the ground that 
the machine could not then be replaced for less and would be re- 
placed if necessary? And would the other be compelled to deduct 
the cost of transportation because the machine could be replaced 
without this expenditure? And if a lower price were to be 
quoted by the maker of the machine immediately after its pur- 
chase by both the companies in question, would both be re- 
quired to reduce the respective book values on the ground that 
the value of the machine to each business can be no greater than 
the price at which it could be replaced? Is the machine worth 
more to one business because that business operates the machine 
at a huge profit? And if the business operates at a loss, can the 
value of the machine to the business ever be said to be equal to 
cost less depreciation? The endless ramifications of this type of 
inquiry are, of course, familiar in all valuation study. 
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This analysis does not discredit the use of cost less depreciation. 
It does challenge the propriety of calling cost less depreciation the 
“value to the business’’ or any similar name. Though Simon’s 
theory bristles with logical difficulties, his practice was familiar. 
For the sake of the practice, therefore, his theory won popularity. 
In an amazingly short time, it was the accepted interpretation of 
the statute, but no stress was laid on the particularistic turn in 
Simon’s work. As thus modified, this view won the approval of 
the supreme court, in what is still the leading case on valuation. 
In this case, decided in 1899, the court in considering the valua- 
tion of fixed assets said: 

“Tt is incorrect to say that the profits of an enterprise are to be con- 
sidered in the balance-sheet. Not the value of the business measured by 
its returns is to appear in the balance-sheet but the individual real assets 
according to their value. These separate items of property can not, 
however, be measured by their profits at all, since the individual asset as 
such yields no profit. It is true, to be sure, that the individual assets are 
to be entered in the balance-sheet according to their value to the business 
(geschaeftswert). But that means only that the value to the business 
is to be taken, and by no means, as appellant claims, that the value of the 
business has a retroactive effect on the individual assets. By this standard 
a factory, for example, is to be valued as such. On the other hand, an 
object which can be bought or erected at a certain price may not be 
entered in the balance-sheet at a higher figure because it is used in a 
prosperous business.”’ 

In view of the importance of the 1899 decision, a brief compari- 
son of the dicta in this case with the ‘‘sale value’’ of 1873 may be 
in order. With the interpretation given to the latter, as shown on 
page 197, the former is clearly in conflict. That it is equally in 
conflict with the language is by no meansclear. The quotation on 
page 196 shows that the court qualified the sale concept by presup- 
posing a continuance of the business. Logically, this was perhaps 
also a contradiction. Value to the business, the standard in the 
instant case, is at least consistent with one of the two contra- 
dictory views. That the court was unaware of the contradiction 
in the earlier case does not impair the force of the consistency. 
The added fact that the court in 1899 repudiated the idea which 
had been gaining force, viz., that the value of the business as a 
whole, as measured by its earning power, was a factor in evaluat- 
ing the individual assets, brings it closer to the earliest decision 
than to any other previously decided. On the other hand, the 
court has purged itself of the idea of immediate sale. This is one 
of the products of Simon’s work. He deserves credit also for the 
fact that in the later decisions the differentiation is invariably 


made between fixed and current assets. 
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A brief résumé of valuation under section 40 will serve to bring 
out the differences between this section and section 261. Fixed 
assets are to be valued at cost less depreciation; unrealized appre- 
ciation of such assets is not distributable profit. Current assets 
may be valued at their market price although higher than cost— 
in the case of merchandise intended for sale this means net sell- 
ing cost. Other decisions are not easily summarized. 

To what extent this result is built on a recognition that the old 
interpretation of section 40 (then section 31) was disregarded in 
practice is hard to say. In their notes to the commercial code of 
1897 the revisers make this significant statement: 

“The general provision in section 40 by no means requires that the then 
selling price of the fixed assets of a business enterprise should be appraised 
in order to set up the balance-sheet. Nor does this happen in practice, 
but rather a reasonable decision is made within the limits prescribed by 
section 31. This is its proper application and there is no necessity for 


setting a sharp limit such as is required in corporations by the claim of the 
shareholder to dividends.” 


So the tale runs. First the rule is disregarded; thereafter 
apologists justify the disregard; and finally courts and legislators 
sanction it. 

Although the Simon-Staub analysis of the principles of balance- 
sheet valuation is indisputably the accepted interpretation of the 
statute, it is by no means unchallenged as a theory of accounting. 
Important contributions have been made to accounting since 
Simon's time and many of them have tended to overthrow the 
theory of ‘‘ value to the going concern.”’ This is particularly true 
of two of the ablest of Simon’s critics—Rudolf Fischer and Eugen 
Schmalenbach. 

However, few of the modern writers are greatly concerned with 
interpreting the commercial code. Fischer, for example, thinks 
that section 40 is based upon a fundamental mistake in prin- 
ciple. 

The fact is that for most purposes the official interpretation of 
section 40 offers sufficient leeway without too great danger of 
misleading so that there is no longer any stimulus to legal exegesis. 
Besides, the corporate balance-sheet dominates the field so ma- 
jestically that all attention is concentrated on it. And here 
there have been proposals now and again to discard the rigid 
provisions of section 261 and to substitute some more flexible pro- 
vision like that of section 40. These proposals attracted some 
attention during the war and the inflation period, but they are no 
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longer of any moment. Unless some new economic upheaval 
occurs, it seems likely that the legal requirements for balance-sheet 
valuation will remain what they are today. 


OTHER TYPES OF BALANCE-SHEETS 


We have already noted that German statute law provides for 
two types of balance-sheets: one is prescribed for corporations, 
and the other for unincorporated enterprises including the gesell- 
schaft mit beschrankter haftung as well as the partnership. 
The two differ in principles precisely to the extent that they differ 
in consequence. The corporate balance-sheet would be regarded 
by an accountant as extremely conservative, eliminating all un- 
realized profits. It is created primarily with reference to the rule 
of law that the surplus as shown on the balance-sheet is distrib- 
utable as dividends. The non-corporate balance-sheet is more 
flexible and tends to reflect more accurately the probable monetary 
value of the enterprise. Since one of the purposes of the latter is 
to determine the amount payable to a retiring partner, a reason for 
the difference is apparent. 

These are, however, not the only types of balance-sheet recog- 
nized in German law. Considerable variation from both types 
hitherto discussed appears in the balance-sheet prepared for the 
taxing authorities. A less obvious example arises in the applica- 
tion of section 240 of the commercial code. This section, which 
applies to corporations, is as follows: 

“Tf in the preparation of the annual balance-sheet or an interim balance- 
sheet it appears that half of the capital has been lost, the directors shall 
forthwith call a general meeting of stockholders . . . 

“Tf the company is insolvent, or if in the preparation of the annual or 
an interim balance-sheet it appears that its property no longer equals its 
debts, the directors must place the company in bankruptcy.” 

The authoritative interpretation is that for this purpose the 
rules of section 261 (the section stating the bases of valuation for 
corporation balance-sheets) need not be observed, but that the 
directors are required to call a stockholders’ meeting or institute 
bankruptcy proceedings only if a balance-sheet prepared accord- 
ing to the much more liberal provisions of section 40 (which ap- 
plies to all business enterprises) would show a loss of half or of all 
of the capital, respectively. Here, again, is a recognition of the 
difference between a type of valuation designed to determine 
profits available for dividends and a type designed to determine 
the net worth of a business for other purposes. 
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CONCLUSION 
In America the determination of the amount of net worth or 
surplus or profit is still subject to considerable variation and to 
much confusion. To what extent flexibility should be retained is 
open to question. Judging from German experience we might 
well make the nature and the extent of rigidity of the rules depend 
on the purpose for which the balance-sheet is to be used. In 
present-day American law the chief legal use of the corporate 
balance-sheet is to control dividends. Such use seems to point to 
the desirability of a comparatively rigid type of regulation. If 
the balance-sheet should become legally important in other ways, 
it may be found necessary to recognize several kinds of balance- 

sheets. To subdivide is still one way to conquer. 
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EDITORIAL 


An interesting question frequently 
arises in corporation practice with refer- 
ence to the correct interpretation of the 
term ‘‘book value’’ when applied to common or preferred stock. 
Not long ago a firm of attorneys addressed an inquiry upon the 
subject to the Institute and the answer was supplied unofficially 
by a representative member of the Institute. The matter was 
handled in this way so as to avoid the delay which might be in- 
volved in referring to a committee and also to avoid taking a defi- 
nite stand without sufficient preliminary consideration on a mat- 
ter upon which there may be two or more fair opinions. The 
question required a prompt answer and accordingly it was re- 
ferred to a prominent member of the Institute for attention. In 
the letter of inquiry the attorneys recited briefly the history of a 
corporation having preferred stock of a par value which was re- 
deemable at a premium and accrued dividends or, in the event of 
dissolution, was entitled to receive a premium before anything was 
distributable to the holders of common stock. The question was 
what should be considered as the book value of the common stock. 
In determining the book value should there be deducted from the 
net assets of the company the sum of $60 a share for each share of 
preferred stock or would it be proper to say that the book value of 
the common stock was an amount determined after deducting 
from the net assets of the company only the par value, $50 a share, 
for the shares of preferred stock outstanding? There were other 
collateral aspects of the case which are unimportant in the 
present discussion. We have received permission to publish the 
following portions of the reply which was sent in answer to the 
inquiry and we are glad to do so as they furnish a clear and com- 
prehensive opinion on an extremely important point. This 
opinion, we believe, will be shared by the majority of the pro- 
fession. 


What Is the Book 
Value of Stock? 
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“In the first place, it does not appear to me that you have the commonly 
accepted interpretation of what is meant by ‘book value.’ As I view this 
matter, there are at least three designations which might be applied to a 
stock with reference to its value. These are 

Book value 
Liquidating value 
Market value 


As used by the accountant, the term ‘book value’ represents the value 
reflected on the books of the corporation which you can readily see may be 
very different from the liquidating value or market value. For instance, 
it is recognized that inventories should be carried at cost or market, which- 
ever is lower, so that in respect to this item the book value might very 
properly represent something very different from liquidating or market 
value. An article costing $1.00 in the inventory, if the corporation was 
liquidated, might realize only 50 cents or, if treated as a going concern, the 
market value might be $2.00. The generally accepted practice, however, 
is to carry this item at $1.00 unless the market value at the date the books 
are closed is less than $1.00. Similarly, the item of plant and equipment 
which, according to sound accounting practice, should be carried at cost, 
less depreciation, on the building and equipment items may represent an 
actual or liquidating value considerably in excess of the amount repre- 
sented by cost, less depreciation, and yet we consider that we have arrived 
at the ‘book value’ of the stock of that company when we include in the 
statement the plant and equipment at cost, less depreciation. It seems to 
me, therefore, that there is a distinct difference between ‘book value’ and 
‘liquidating value,’ the first representing the value as shown by a state- 
ment prepared from the books of the corporation and the second represent- 
ing an estimate of the value of the stock based upon what might reasonably 
be expected as a result of a liquidation of the assets and liabilities of the 
corporation. 

‘With the above asa preface, it seems to me that the practice of the ac- 
counting profession in setting up on the books and including in a statement 
of assets and liabilities prepared from those books preferred stock at the 
par value, rather than the redemption value, is a sound accounting proce- 
dure. Usually the only definite thing we know about preferred stock with 
a par value is that there is a definite liability up to the amount of the par 
value. What might happen beyond that is more or less a matter of con- 
jecture. Preferred stock may never be called or redeemed. It may be 
purchased in the open market at a figure much below the par value. It 
does not seem to me that the common-stock holder is injured by what may 
be considered by you neglect to show upon the balance-sheet the amount of 
the shrinkage in his equity which will take place if this stock is called for 
redemption at 60 as, of course, he is put on notice when he examines a 
statement to inquire into all the facts concerning every condition surround- 
ing the senior security. Until such time as definite action is taken looking 
toward the redemption of this preferred stock at a figure $10 in excess of 
the par value, it seems to me the accountant would not be justified in re- 
ducing on the balance-sheet the equity of the common-stock holder. 

‘While I believe that there is very little place fora no-par-value preference 
stock, nevertheless we know that such a class of stock exists. It has been 
my theory that in setting up these stocks on the balance-sheet they should 
be shown at liquidation values. This may seem to bear out your conten- 
tion that a par-value preferred stock with a liquidating or redemption value 
should be carried at the liquidating or redemption value. However, I have 
based my theory regarding no-par-value preference stocks on the assump- 
tion that there should be a definite value expressed on the balance-sheet 
with reference to the preference stock and the only definite value to be 
found with relation to no-par-value preference stocks has usually been the 
liquidating or redemption walue. In other words, the certificate itself, 
while presumed to be a no-par-value stock, actually carried with it a defi- 
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nite par value, that is, the redemption value. In the case of a par value 
preference stock there is a definite value on the face of the certificate as, for 
instance, $50 in the case which you cite. For the same reason I would not 
think of stating the bond issue at anything other than the face value of the 
bonds represented by that issue even though the bonds carried a retire- 
ment figure in excess of face if exercised before maturity date. Where 
bonds are sold at a discount it is the custom to carry the bonds asa liability 
at their face value regardless of the amount realized and show the bond 
discount as a deferred asset to be amortized over the life of the bonds in the 
nature of an additional charge per annum against income of the corpora- 
tion in the form of interest on borrowed money. In other words, money 
has cost the fixed rate of interest plus the annual share of discount figured 
over the life of the bonds. In the case of a bond sold at a premium there 
has been an actual profit realized in the financing represented by the 
amount of the premium on the bond issue. That premium has been 
definitely ascertained, whereas any premium to be paid, should the bonds 
be retired before their maturity date, cannot possibly be definitely ascer- 
tained until such time as the company decides to exercise the right to 
retire or redeem those bonds. 


We have received three communications 
from subscribers whose comments upon 
an editorial entitled ‘‘Slandering the 
Bankers,’ which appeared in the July issue of this magazine, 
indicate a devotion to the forthright. One of the writers seri- 
ously affirms that some New York trust companies are making a 
charge for confirmation of securities in transfer; another advises 
us that the editorial could not have been written by anyone who 
knew what he was talking about; and another writes in defense of 
the author of the letter which was the cause of our comment. 
The gentleman who rushes to the defense of our correspondent 
omits his own name and, consequently, his letter should be con- 
signed to the waste basket, but it seems a pity to lose so excellent 
alampoon. He says: 


‘*Slandering the 
Bankers’’ 


DEAR SIR: 


As an older member of the Institute, and a reader of THE JOURNAL OF 
ACCOUNTANCY, the writer was much interested in your editorial “ Slander- 
ing the Bankers” and it reads to me like the message of youth that makes 
such statements as made in the editorial article of July, 1929. You do not 
know what you are talking about and it appears to the writer that before 
you attempt to ridicule the correspondent stating apparent facts of his 
experience with respect to the transfer condition of banks, you had better 
get acquainted with bank transfer conditions and look into the matter a 
little more, if you are able to intelligently get such facts. Perhaps you pre- 
fer to save the banker than to serve your correspondent who undoubtedly 
made a true statement of fact. 

The writer has no desire to mention names of institutions, part of the 
country in which lack of coéperation exists, or my own name, but I 
feel it very unjust to my fellow “correspondent” to read such stuff 
in THE JOURNAL OF ACCOUNTANCY when you know nothing whatever of 
the facts. 

An apology to the 


‘correspondent”’ is in order. 
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Upon the receipt of the letters discussing 
the comments in the July issue, it be- 
came necessary to turn to the editorial 
note and reread it—surely a thing which no editor loves to do— 
and we find that the comments which have excited opposition were 
merely a mild essay in the gentle art of irony. As a matter of 
fact, we may state at once that there is in the files of this office 
abundant evidence that several New York banks are making a 
charge for confirmation of securities in transfer. That evidence 
was in hand when the editorial was written and it did not seem to 
us possible that anyone could read so extreme a defense of bankers 
as against accountants without knowing that it was written in 
what might be described as a Pickwickian sense. 


Concerning a Figure 
of Rhetoric 


The comment seems to have had the de- 
sired effect. It has aroused interest in a 
question which is of great significance, 
and it is to be hoped that something will be done to bring about a 
better understanding of what is required for the proper conduct 
of an investigation, especially, of brokerage accounts. If the 
expense involved in the confirmation of securities deposited for 
transfer is as heavy as some bankers believe, it may be proper to 
make a charge for the service, but that charge should always be 
passed on directly to the client and ear-marked as what it is. The 
client then knows that the banker is responsible for the extra 
expense and if he wishes to make protest he may make it to the 
banker. There are some banks which decline to confirm and 
there are others which adopt the extraordinary practice of not 
answering the first communication but answering the second. 
They probabi, remember that Talleyrand said that he never 
answered letters for three weeks after their receipt and then 
found that none of them required an answer. It is very difficult 
to understand what justification can be offered for refusal to 
confirm when requests for confirmation are received from audi- 
tors. The banker certainly has a vital interest in the proper 
verification of all the items in the accounts and we understand 
that there has been a good deal of criticism by other bankers 
against the institutions which have refused toconfirm. The mat- 
ter is still in a condition of flux and in all probability there will be 
a satisfactory solution. The Institute has referred the matter to 
a special committee for consideration and a mass of data has been 
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accumulated. A preliminary report shows that the number of 
banks refusing to confirm is very small and that the number 
making a charge for confirmation is comparatively small, but in 
that number are several of the largest banks and trust companies. 
The accountant really has little more than a speculative interest 
in the question. It is perfectly simple for him to pass on to the 
client the charge for confirmation, and when confirmation is 
refused he may qualify his certificate by stating that certain 
banks have declined to confirm. That would make the matter 
perfectly clear, and it would relieve the. accountant of any 
responsibility. 


While we are giving correspondents 
their innings, let us present for the in- 
formation of readers a letter which has 
been received dealing with an editorial appearing in the July 
issue of THE JOURNAL OF ACCOUNTANCY (that issue which seems 
to have been so fruitful) on the subject of errors made by candi- 
dates in examinations. The writer of the letter does not hide 
behind anonymity. We publish a portion of the letter without 
attempting to lay amending hands upon it: 


Damn the Merry 
Examiner 


DEAR SIR: 

So you are having your fun, for the second time this year, I believe, at 
the expense of the candidates for official accounting recognition, whose 
ignorance possesses a good deal of unconscious humor. But did it ever 
occur to you that many a practitioner who discharges his professional 
duties as intelligently as any average man in the profession may actually 
“get out of his senses’’ in an examination room and put down black on 
white things which he would never say or do in the absence of inquisition- 
ary pressure? In other words, can you see only the ludicrous in such an- 
swers of examinees that according to your version make the life of an 
examiner merry, and do you entirely fail to see the tragic, human note 
dictated often by an aching head and explosive nerves when the watcher in 
the examination room announces that all writing must cease and the can- 
didate has still one more question to answer? One need not be an alienist 
to know that many perfectly normal and intelligent people otherwise are 
not themselves at examinations; why, then, should a nale presumably 
sapient examiner, armed with an official answer to the questions asked 
(without which, entre nous, he himself would often be helpless) assume the 
self-righteous attitude that he so frequently assumes and treat his victims 
ashe does? I guess dear Brutus knew his onions when he spoke to himself 
of the climber that 


“oe 


. . when he once attains the upmost round, 
He then unto the ladder turns his back, 
Looks in the clouds, scorning the base degrees 
By which he did ascend. 


To members of our profession the question of examinations is not only an 
important one, but a very poignant one. Asa matter of 7, it is more 
poignant than important; because despite the feeling of the C. P. A. socie- 
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ties that the accounting profession is practiced by state-sanctioned 
C. P. A.’s, the fact is that accountancy is practiced by any one who can get 
up a clientelle, including certified accountants, who are—in New York 
State, at least—in a very small minority. Hence, under present regula- 
tions it is not at all important for any one to pass the C. P. A. examination. 
And yet the process, as we all know, is a painful one. I wonder whether 
you have ever given a thought to the fact why the percentage making the 
grade in accountancy is so small as compared with that of other professions. 
I defy you to point out to me leading members in, say, the medical profes- 
sion who had to take their state board examinations more than once. On 
the other hand, how many leading C. P. A.'s tried over and over again 
until they finally passed their examinations? 

There are many more things I could tell you about examinations in 
general and C. P. A. examinations in particular. I could tell you, for 
example, about the crime of the official answer and its limited interpreta- 
tion of problems which may be played in different keys. I could liken 
these answers to the standardized bed of the City of Sodom, where accord- 
ing to the Hebraic legend strangers who happened to stay overnight would 
be placed to retire. And it would come to pass, if the stranger was too 
long for the standardized bed his legs would be shortened and if he were too 
short, his legs would be lengthened; and very few strangers were just com- 
mensurate with that bed. Well, you know what happened to Sodom for 
that. However, I do not care to spoil your fun at the sight of tortured 
souls making merry at examinations, and will only ask of you to please re- 
consider the whole subject of examinations for candidates, many of whom 
have already lived more than half of their lives. 

Very truly yours, 


There is much in this letter which will 
furnish food for thought to the students 
of the classics and to other more ordi- 


Peradventure There Be 
Righteous Examiners 


nary citizens. The letter is really entertaining and it would be a 
perfectly simple matter to make fun of it, but there is more than a 
little pathetic truth in it. We never knew that the bed of Pro- 
crustes was made in Sodom, but perhaps it was. And few classi- 
cists are aware that what might be called conformative hospi- 
tality was the cause of divine wrath against the cities of the plain. 
However, it is quite true that there are examinations in all pro- 
fessions which are too often conducted after an antique model. 
Candidates who are beaten by the examination often feel that 
they have been unjustly treated and that examiners have been 
guided solely by the hard and fast rules and have not given credit 
for the intelligence displayed. The truth of this complaint is 
less than it was. Years ago nearly every profession was entered 
by a strait and narrow gate and one almost needed to know the 
combination of mystic symbols to pass through, but in most cases 
nowadays there is a greater reasonableness and the candidate is 
expected to demonstrate not so much how the ?’s are to be crossed 
or the z’s dotted, as what the #’s and the 7’s really mean. We 
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know it has been the practice of the board of examiners of the 
American Institute of Accountants to regard the official answers 
as merely indicative—not definitive. Scores of men have an- 
swered problems and questions in ways not in accord with the 
preconceived notions of the examiners and have received credit 
for their replies. Indeed in many instances, particularly in audit- 
ing, questions are asked which may be answered in a dozen differ- 
ent ways and each way well worth while. Our correspondent 
may have been unfortunate. Perhaps he is nervous and has 
difficulty in passing any examination. If so, he deserves sympa- 
thy. There are men to whom an examination is truly a great 
ordeal. But it all comes back to the old, old question. Let us 
admit that examinations are not an ideal test, but what then? 
All the professions are waiting for someone to offer a satisfactory 
alternative. 


A correspondent who revels in com- 
putations has been giving consideration 
to the imposition of taxes on that class 
of taxpayer which usually receives nosympathy. The man whose 
income is in the neighborhood of $100,000 or more a year does not 
excite the benevolent attention of the multitude. The ordinary 
man says that if such a person has to pay high taxes it is be- 
cause he receives a high income—sympathy is not deserved. But 
our correspondent has gone deeper into the question and has pre- 
pared a tabulation which is interesting. He says that wise, far- 
seeing, courageous and resourceful management is a tremendous 
asset to any corporation and there is against it a heavy unrecog- 
nized liability caused by the incidence of taxation. It is almost 
trite to say today that whatever salary is paid a corporation 
officer is earned. If he were not worth the money he would not 
be retained. The higher the salary that can justly be paid him, 
the better for the corporation. This much everyone recognizes 
—everyone, that is, except some members of congress, who be- 
lieve that no one can be worth more than a member of congress 
receives. There was a time when a board of directors could 
vote to pay an officer a salary of $100,000 a year and he would re- 
ceive that amount. Since 1913, discounted by taxes, he has re- 
ceived an average of $80,000 a year, assuming he had no other 
income. With $100,000 income from investments he was in worse 
case for his average salary received was $65,000 (investment in- 
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come coming first for taxation—in the lower brackets—because 
that is fixed and automatic regardless of occupation). In sup- 
port of this contention we have the following computation of 
taxation in the case of a man receiving a salary of $100,000 and 
having an additional $100,000 of income from investments (figures 
in the first column are merely approximate) : 


Tax on first Tax on second 


Year $100,000 $100,000 

1913.. ; 5 fei . §$ 2,550 $ 5,000 
4.. 2,550 5,000 

Ms #23 2,550 5,000 

| ee eee 4,000 7,500 
ae 24,300 41,000 
8.. 35,510 66,000 
& 31,510 62,000 
20... 31,510 62,000 
... 31,510 62,000 

Y 30,460 56,500 

3 30,460 56,500 

4 23,020 43,000 

5 16,660 25,000 

6 16,660 25.000 

7 16,660 25,000 

& 16,660 25,000 
9... 16,660 25,000 
Total—17 years. . $333,230 $596,500 


In other words, from a total income for 17 years amounting to 
$3,400,000 there would have come federal income tax amounting 
to $929,730, or approximately 27.3 per cent., leaving an annual 
income of $145,310 on the average. Our correspondent, after 
this preliminary illustration of the effect of the present system of 
taxation, goes on to make three recommendations which we sub- 
mit for the consideration of our readers. ‘‘First, income from 
personal service should be subject to normal tax only and there 
should be only one percentage of tax—the same on $1,000 as on 
$100,000. The first figure means the same to the one man as the 
second figure does to the other. Second, income from investment 
arises from capitalizing earnings which have already been taxed 
and, therefore, should be subjected to the lowest possible rates of 
both tax and surtax. Third, profit from sale of investments, 
being wholly within the discretion of the taxpayer, should bear 
the highest normal and surtax rates.’ We don’t agree with these 
three theories but they are worthy of consideration as they come 
from an eminent member of the profession. 
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A correspondent in Vermont sends us a 
clipping from a paper, unidentified, 
which describes a new method of deal- 
ing with accounts payable. It is reported that a wholesale mer- 
chant, who had trouble in inducing a retail customer to pay his 
bills, lost patience and wrote a threatening letter, to which he 
received the following reply: 


The Effective Methods 
of Vermont 


What do you mean by sending me a letter like that? 

Every month I place my bills in a basket and then figure out how much 
money I have to pay on my accounts. Next I blindfold my bookkeeper 
and have her draw as many bills out of the basket as I have money to pay. 
If you don't like my way of doing business, I won't even put your bills in 
the basket. 


The system seems to have merit, but how does one go about 
blindfolding the bookkeeper ? 


to 
— 
vi 














Terminology Department 


CONDUCTED BY THE SPECIAL COMMITTEE ON TERMINOLOGY OF THE 
AMERICAN INSTITUTE OF ACCOUNTANTS 


The special committee on terminology of the American Institute of Ac- 
countants is now engaged in finally revising for publication the definitions which 
it has already published and in adding words which have been omitted. The 
following additions for the letters ‘‘A”’ and ‘‘B”’ are submitted: 


ACCEPTA NCE—BA NKERS': 

A bill of exchange of which the acceptor is a bank or trust company, or a 
person, firm or corporation engaged in the business of granting bankers’ ac- 
ceptance credits. 

ACCEPTA NCE—CLEAN: 

Synonymous with general acceptance. 
ACCEPTANCE—GENERAL: 

A term used to imply that no limiting words are added. 
ACCEPTA NCE—IMPLIED: 

A term meaning that the undertaking to pay the bill is inferred from acts 
which fairly warrant such an inference. 
ACCEPTANCE—NON: 

Non-acceptance is the refusal of a drawee to accept a bill. The bill is at 
once dishonored and should be protested. 
ACCEPTANCE—PA ROL: 

A verbal promise to pay for which there must be sufficient consideration. 
The uniform negotiable-instruments act in force in nearly all states requires a 
written acceptance. 

ACCEPTANCE—PARTIAL: 
An acceptance varying from the original tenor of the bill, one for a smaller 


sum than that for which the bill was originally drawn, or one providing for 
some variation in the time, mode or place of payment. 


ACCEPTA NCE—QUALIFIED: 
Similar to a partial acceptance except that it may also be conditional, i. e., an 
undertaking to pay upon a contingency. 


ACCOUNT—CURRENT: 

An open or running account not balanced or stated. 
ACCOUNT STATED: 

One accepted as correct by the persons liable thereon. 


ACCOUNTABILITIES: 


Items to be accounted for. The term is used principally with reference to 
fund accounts, e. g., a trustee is responsible for the funds coming into his pos- 
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session and at the expiration of his trusteeship he must account for the disposi- 
tion of each item. Accountability differs from liability in that the former 
implies responsibility for the safeguarding of moneys belonging to others while 
the latter is a direct obligation of the custodian of a fund to its creditors. 


ADVENTURE: 
An undertaking entered into for profit; usually one implying a degree of 
hazard or a speculation. 


ADVENTURE—JOINT: 

An agreement by two or more parties to engage for their joint profit in a 
particular transaction, usually in the form of a consignment or shipment of 
goods. The liability of the parties is limited to the transaction in question. 


ASSETS—H YVPOTHECATED: 

Assets which have been pledged as security fora debt. Frequently accounts 
receivable are pledged, or hypothecated, as security for notes or loans payable. 
The extent of the hypothecation should be shown in the balance-sheet. 


ASSETS—PLEDGED: 

In law a pledge differs from a hypothecation in that in the case of a pledge 
the thing pledged is delivered by the debtor to the creditor, while in the case 
of a hypothecation there is no delivery. In accounting the two terms, as 
applied to assets, are synonymous. 


ASSETS—SUNDRY: 
Assets which can not readily be described by more specific names. The term 
is a poor one and should be avoided when possible. 


BALA NCE—SECTIONAL: 

Some corporations keep their accounts in such a manner that sections of the 
accounts may be balanced independently, being governed by controlling 
accounts in a general ledger. Thus, a banker may have independently bal- 
anced ledgers for securities owned; customers’ accounts A to F, Gto M, N 
to Z; syndicate accounts, etc. These partial balances are sectional balances. 


BLOTTER—CLEA RING-HOUSE: 

At the end of each day’s business on the stock exchange a statement of 
each broker's transactions is made in blotter form. The broker, instead of 
paying or receiving for each transaction, pays or receives only the net result 
of all transactions, the payments being made to the clearing house, and, of 
course, exactly sufficing for the clearing house to pay those brokers whose sales 
have exceeded their purchases. 


The committee has been requested to comment upon conditions described 
as follows: 

It appears that in the case of an eleemosynary institution which has received 
various restricted endowments, the sums so received are described differently 
in successive balance-sheets prepared by different accountants. 

In one year they appear among the assets as “fund investments 


and 


“fund securities’’ and on the liability side as “funds.” 
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In a following year they appear under the same names on the asset side but 
on the liability side are styled ‘‘fund reserves.” 

In the next year’s report they appear among the assets as ‘‘ permanent fund 
securities”’ and on the liability side as ‘‘funds capital.” 

We have no information as to the source from which these ‘‘funds”’ arose, 
but we assume that each one was a gift or bequest, the principal and/or income 
of which was to be used in a specified way or for some specific purpose, and our 
remarks are based on this assumption. 

Such a gift or bequest is in the nature of a trust and it appears to the com- 
mittee that the term ‘‘trust’’ on the liability side describes the purpose more 
accurately than any other. If for any reason there are objections to this 
description, it is believed that the form used in the last of the three quota- 
tions above, i. e. ‘‘fund capital,’ is appropriate. 

The views of the committee regarding the word ‘“‘fund,” as set forth clearly 
in the issue of the JourNAL for September, 1928, remain unchanged and it 
welcomes this opportunity of urging that the word be used solely to describe 
cash or investments. 

There is no doubt that in such cases as the one under consideration it is 
obligatory to show these amounts on the credit side of a balance-sheet: either 
there is a well defined liability on the part of the institution to use such moneys 
for specified purposes, or they are part of the general capital. 

In practice we have found trustees who laughed at the idea of showing such 
restricted gifts or bequests as liabilities, but with all respect to those gentlemen 
such objections can have no foundation but that of ignorance, crass and pro- 
found. 

In some cases the use of the word ‘‘trust”’ is not applicable, for many institu- 
tions have ‘‘funds”’ voluntarily established by their managements by grants 
from ordinary receipts. These could well be called ‘‘capital’’ but hardly 
‘‘trusts.”’ 

In some states there is a legal objection to the use of the word ‘‘trust,” as 
that word is retained to describe a legal trust which has been set up and is 
subject to supervision by a court. 

The committee hopes it has clearly described its position, for the subject is of 
importance for at least two reasons: first, because of the loose manner in which 
the term “‘fund”’ has been so often used and, second, because the accounts of 
eleemosynary bodies should receive more careful treatment and be more 
accurately stated than has been the case frequently in the past. 
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Institute Examination in Law 


By SPENCER GORDON 


[The following answers to the questions set by the board of examiners of the 
American Institute of Accountants at the examinations of May, 1929, have 
been prepared at the request of THE JOURNAL oF ACCOUNTANCY. These 
answers have not been reviewed by the board of examiners and are in no way 
official. They represent merely the personal opinions of the author.—Editor, 
THE JOURNAL OF ACCOUNTANCY.|} 


EXAMINATION IN COMMERCIAL LAW 


May 17, 1929, 9 a. M. TO 12:30 P. M. 
Answer only ten questions as directed, and give reasons for all answers. 


(Each question counts 10 points) 


GROUP I 


Answer all the questions in this group. 
No. 1. 

The X Y Corporation is engaged in the real-estate business. It owns a 
building, the cost of which was $300,000. In July, 1928, it sells the building 
for a price which nets it $350,000. It then reinvests the proceeds of the sale 
in another building. Other than the profit on the sale it has only sufficient 
income to pay its operating expenses. Can the directors declare a dividend 
to the stockholders and, if so, by what means? 


Answer: 

The corporation has a surplus of $50,000 and can declare a dividend to that 
extent. This may be done in any of the following ways: 

(a) In stock to the par value of $50,000. (But stock can not be issued in 
excess of amount authorized by charter.) 

(b) In cash to the extent of $50,000. This cash may be obtained by 
borrowing on the new building. 

(c) In scrip or notes of the corporation. 


No. 2. 

Royce becomes the holder of a negotiable promissory note in regular form 
made by A to B and bearing several full endorsements. He endorses the note 
to Church for value, but “without recourse.” When Church endeavors to 
collect upen maturity of the note, it is discovered that A is an infant and 
refuses to pay. Church then sues the endorsers, including Royce. Has 
Royce any defense? 


Answer: 

No, Royce has no defense. Under the negotiable-instruments law even 
though he endorsed without recourse, nevertheless he warranted that all 
prior parties had capacity to contract. 


No. 3. 

A company enters into a contract with Y agreeing to manufacture and 
deliver to him, at an agreed price, 5,000 ladies’ sweaters, deliveries to be made 
in equal quantities over a five-months’ period. Before any deliveries can be 
made the company’s employees go out on a strike which remains unsettled for a 
period of two or three months beyond the last delivery date. Y is compelled 
to buy his sweaters in the open market and brings suit to recover damages for 
the failure of the company to carry out its contract. Can he recover? If so, 
could the company have protected itself in the contract against such a liability? 
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Answer: 

Y can recover. A would not be excused. While the strike might cause 
great difficulty of performance, it would not in law constitute impossibility of 
performance. A might have protected himself by inserting a clause in the 
contract that he would have additional time to the extent that he was delayed 
by a strike. 


No. 4. 

You are the owner of 500 shares of common stock of the Z Company. In 
1928 it issued to its stockholders rights to subscribe for further stock at a 
specific price, one right for each share of stock held. You do not exercise your 
right to subscribe but you do sell the rights on the market. Under the 1928 
federal income-tax law, how should the sale of the rights be treated on the 
tax return? 





Answer: ' 

Gain is recognized on the sale of the rights. In determining the gain or loss, 
the cost or other basis of the stock in respect of which the rights are issued, 
shall be apportioned between the rights and the stock in proportion to the 
respective values thereof at the time the rights are issued. 

At the option of the taxpayer, he may dispense with the rather involved 
procedure of attempting to apportion costs, and he may include the entire 
proceeds from the sale of stock rights in gross income. In that event, the 
basis for determining gain or loss from the subsequent sale of the stock in 
respect of which the rights were issued, shall be the same as though the rights 


had not been issued. 


No. 5. 
“$500. January 1, 1928 
“For value received I hereby agree to pay to A. C. Goodwin or order the 
sum of five hundred dollars ($500) in five instalments of one hundred dollars 
each, on the first day of each of the next following months of February, March, 
April, May and June, with interest on all unpaid principal at the rate of 
6 per cent. per annum payable with each instalment, and in the event of any 
default in the payment of any instalment or interest, the whole balance of 
said principal sum and interest shall be and become immediately due and pay- 
able. All payments to be made at First National Bank. 
“(Signed) John Smith.” 
Is this a negotiable promissory note? 


Answer: 

Yes. The provision for acceleration of the maturity of the note in case of i 
default does not affect its negotiability. The negotiable-instruments law 
provides that the sum payable is a sum certain, within the meaning of the act, 
although it is to be paid by stated instalments, with a provision that, on default 
in the payment of any instalment, or of the interest, the whole shall become due. 


GROUP II 
Answer any five of the following questions, but no more than five. 


No. 6. 

You are in the employ of Jones & Co., a co-partnership engaged in the stock- 
brokerage business. Your employers offer to compensate you for your services 
by a share in the profits of the business. An agreement is submitted to you to 
carry out the offer. Before you sign the agreement, and for your protection, 
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what, if any, provisions should you insist upon including in the agreement 
other than those relating to your sharing in the profits? 


Answer: 

The contract should be definite as to what your duties are to be, as to the 
length of your employment, and as to the share of profits that you are to 
receive. You should be careful to have it clearly stated that the profits that 
you are to receive are to be compensation to you for services, that you are not 
required to contribute capital, and that you are not a partner and do not 
share in any losses. You should endeavor to have a provision that you are to 
receive a fixed sum as salary in any event whether your share in the profits 
equals that amount or not. (After you have “‘insisted’”’ on all these provisions 
the offer will probably be withdrawn.) 


No. 7. 

The X Y Corporation has outstanding $250,000 in 6 per cent. non-cumulative 
preferred stock and 2,500 shares of no-par-value common stock. During each 
of the years 1926, 1927 and 1928, the corporation made net profits of $25,000. 
No dividends were declared in 1926 or 1927, the directors allowing the profits 
to remain in surplus. Late in 1928, the directors declared a dividend of 6 
per cent. on the non-cumulative preferred stock and $23 per share on the no- 
par-valuecommon stock. The preferred stockholders objected to the dividend 
on the common stock, claiming that they were entitled to receive 18 per cent. 
of the then existing surplus before any of it could be available for common- 
stock dividends. Was the objection valid? 


Answer: 

In my opinion the objection is valid. In the ordinary case where dividends 
are not declared on non-cumulative preferred stock there is no right to have 
back dividends paid before dividends are declared on common stock. But the 
courts are careful to protect stockholders against fraud. In this case only 
$15,000 annually would have been required to pay the dividend on the pre- 
ferred stock. The dividend could have been paid in each year, and there would 
have been $10,000 remaining for dividend on common stock. But the directors 
withheld payments on the preferred stock for two years, and only paid the 
preferred dividend in the third year when it was necessary to pay a dividend 
on the preferred in order to pay a dividend on the common. The directors 
then used up practically the entire profits of the three years in paying one 
dividend on the commonstock. Ido not think that any court would allow this. 


No. 8. 

B, a violin expert, ascertained that A owned an old violin of famous make, 
worth many thousands of dollars. In talking with A, B found that the violin 
had been in A’s family for many years, but that A had no knowledge of its 
true value. B, after some persuasion and by offering what to A seemed an 
excessive price ($350), succeeded in buying the instrument. Later A heard 
of the true facts and, tendering a return of the purchase price, sued to recover 
the violin. What, in your opinion, would be the result? 


Answer: 

A would not recover. A contract may be rescinded for fraud but there is 
no fraud in this case. B owed A no duty to disclose his special knowledge of 
the value of the violin. The parties were dealing at arm’s length with one 
another and the seller could readily have protected himself by securing an 
appraisal. 
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No. 9. 
Explain the difference between personal defenses and absolute defenses in 
an action on a negotiable instrument, and name some instances of each kind. 


Answer: 

A personal defense in an action on a negotiable instrument is one that can 
be made only as against a party not a holder in due course and which is ‘‘cut 
off’’ by a transfer to a holder in due course. Examples of such defenses are 
fraud, duress, illegality, want or failure of consideration, release or payment 
and discharge of party primarily liable. 

An absolute defense is one that is not ‘‘cut off’’ by a transfer to a holder in 
due course. Examples of such defenses are forgery, infancy, insanity, lack of 
authority of agent to sign. 


No. 10. 

Goods shipped to you by railroad, while in the railroad’s warehouse awaiting 
delivery to you, are destroyed by a fire which is not due to any negligence on 
the part of the railroad. What are the important facts to be determined in 
order to establish upon whom the loss falls? 


Answer: 

(a) In what state the warehouse is located. (The law differs as to whether 
or not the railroad is liable as an insurer.) 

(b) How long the goods were in the warehouse, and if and when notice of 
receipt was sent to consignee. (Even where railroad may be insurer, liability 
may end in some states after notice and in others after reasonable time.) 

(c) (If railroad not liable.) Terms of contract between seller and buyer, 
also terms of bill of lading, and any facts as to relationship between parties 
which may throw light on legal title and beneficial ownership at time of destruc- 
tion. Where contract was made and to be performed. (Generally at common 
law loss follows legal title. Under uniform-sales act in some states loss follows 
beneficial interest.) 


No. 11. 

On March 1, 1913, the A Company had an earned surplus of $500,000. 
Between that date and January 1, 1928, it added $1,000,000 to the earned 
surplus. On January 5, 1928, the directors adopted resolutions declaring 
two cash dividends, one of $500,000 declared as payable out of surplus earned 
prior to March 1, 1913, and one of $500,000 declared as payable out of the 
later accumulated surplus. A stockholder claims that the first dividend is 
not taxable for surtax under the federal income-tax law, because it is paid out 
of earnings made prior to March 1, 1913. The examining agent for the 
internal-revenue bureau disputes this, claiming that the directors had no power, 
so far as the income-tax law is concerned, so to allocate the dividend payments. 
Who is correct? 


Answer: 

The examining agent is correct. According to section 115 (b) of the revenue 
act of 1928 as interpreted by article 623 of Regulations 74, a corporation can 
not distribute earnings or profits accumulated prior to March 1, 1913, exempt 
from tax, unless and until all earnings or profits accumulated since February 28, 
1913, have been distributed. 


No. 12. 
What is a statute of limitations and what is its object? 
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Answer: : 
A statute of limitations is a legislative enactment which prescribes a certain 


period within which actions may be brought upon certain claims or within 
which certain rights may be enforced. The object of the statute is to suppress 
fraudulent and stale claims from springing up after a long lapse of time, and 
surprising the parties or their representatives when all the proper vouchers 
and evidence are lost, or the facts have become obscure from the lapse of time, 
or the defective memory, or death, or removal of witnesses. 


No. 13. 
Explain what is meant by each of the following: act of bankruptcy, voluntary 
bankruptcy, involuntary bankruptcy, composition. 


Answer: 

The theory of the bankruptcy law is that if a person becomes insolvent he 
may be adjudicated bankrupt and such adjudication discharges him from his 
obligations so that he can start to work again with a clean slate. The assets 
are collected by a trustee and distributed among the bankrupt’s creditors. 
A person may become bankrupt voluntarily or involuntarily. 

As to who may become a voluntary bankrupt the bankruptcy law provides 
that any person, except a municipal, railroad, insurance or banking corporation 
shall be entitled to the benefits of the law relating to voluntary bankrupts. 

As to who may become an involuntary bankrupt the law provides that any 
natural person, except a wage earner or a person engaged chiefly in farming or 
the tillage of soil, any unincorporated company, and any moneyed, business or 
commercial corporation, except a municipal, railroad, insurance or banking 
corporation, owing debts to the amount of $1,000 or over, may be adjudged an 
involuntary bankrupt upon default or impartial trial and shall be subject to 
the provisions and entitled to the benefits of the law. 

The bankrupt himself may initiate the proceedings for voluntary bank- 
ruptcy by filing a petition to be adjudged such. Initiation of an involuntary 
bankruptcy proceeding is had by the filing of a petition by three or more 
creditors who have provable claims against the bankrupt which amount in the 
aggregate in excess of the value of securities held by them, if any, to $500, or 
over; or if all of the creditors of such person are less than twelve in number, then 
one of such creditors whose claim equals such amount may file a petition to 
have him adjudged a bankrupt. 

A composition in bankruptcy is a proceeding voluntary on both sides, by 
which the debtor of his own motion offers to pay his creditors a certain per- 
centage of their claims in exchange for a release from his liabilities. The 
amount offered may be less or more than would be realized through distribution 
in bankruptcy by the trustee. The creditors may accept this offer or they may 
refuse it. For the purposes of the composition all the creditors are treated as 
a class, and the will of the majority is enforced upon the minority, provided 
the decision of the majority is approved by the court. In the ordinary case of 
distribution by a trustee, the debtor’s whole property, save that which is 
exempt is applicable to the payment of his debts and belongs to his creditors, 
and not to him, until their claims have been satisfied. After adjudication there 
is no voluntary offer to pay by the bankrupt, and no bargained release by the 
creditor. The creditor takes all his debtors property whether the debtor likes 
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it or not. In a composition case the creditor gets, not his share of the bank- 
rupt’s estate, but only what he bargained for. The effect of the composition 
proceeding is to substitute composition for bankruptcy proceedings in a certain 
sense, and in a measure to supersede the latter proceeding and to reinvest the 
bankrupt with all his property free from the claims of his creditors. 

No. 14. 


Give an example of a contract on which, in the event of a breach, specific 
performance would be granted by the courts. 


Answer: 
A valid contract for the sale of land may be specifically enforced by the 
vendor or the purchaser. 
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Students’ Department 


H. P. BAUMANN, Editor 


AMERICAN INSTITUTE EXAMINATIONS 


(Note.—The fact that these solutions appear in THE JOURNAL oF Ac- 
COUNTANCY should not lead the reader to assume that they are the official 
solutions of the board of examiners. They represent merely the opinion of 
the editor of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—Panrt II 
May 17, 1929, 1 P. M. to 6 P. M. 
The candidate must answer all the following questions: 


No. 1 (35 points): 

On behalf of the First National Bank, you have been instructed to make an 
examination relative to the balance-sheet and statements of income and ex- 
pense submitted by the X Jobbing Company. It appears that the bank is 
suspicious of the inventory valuation as shown on the balance-sheet of April 
30, 1929. 

As set forth in the statements presented, the inventory value of April 30, 
1929, has been computed by the gross-profit method to avoid the taking of a 
complete physical inventory at that date. There is even some question as to 
the authenticity of the inventory value of December 31, 1928, as reflected in 
the income-and-expense statement, but there is no doubt as to the accuracy 
of the previous inventory, inasmuch as that was taken under your personal 
supervision at the time of your audit for the year ended December 31, 1927. 

At the outset of this examination, you decide to make several test checks 
with respect to the figures of 1928 ‘since no audit was made subsequent to 
December 31, 1927. You observe that the rate of gross profit reflected by 
the income-and-expense statement submitted for the year 1928 is unusually 
large as compared with the 1927 audit report and, by reference to the com- 
modity cost records maintained by the sales department for purposes of ar- 
ranging commissions to salesmen, you observe that there has n a uniform 
mark-up on the goods purchased of approximately 25 per cent. on cost during 
each month of 1928 and up to April 30, 1929, and that in the recorded cost 
figures the invoice prices have been adjusted by freight paid and discount on 
purchases. 

After a complete examination of the physical inventory sheets, warehouse 
stock records, etc., you disclose the fraudulent overstatement of the physical 
inventory of December 31, 1928, the actual inventory value at that date 


being $276,202. 
An analysis of the freight account for the year 1928, reveals the following: 
Freight on purchases...................+00+6 + $19,106 
. Ee ry 3,017 


In verifying purchases, you find invoices entered in the purchase record 
during January, 1929, which are dated December, 1928, and the receiving 
tickets show that the merchandise was received during 1928 to the extent of 
$3,062. In discussing this matter with the warehouse foreman, you ascertain 
that this merchandise was included in the actual physical inventory taken. 
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After satisfying yourself that no other irregularities exist, you are to prepare 


corrected statements as follows: 


Income-and-expense statement for the year ended December 31, 1928. 


Inventory computation as at April 30, 1929. 


Income-and-expense statement for the four months ended April 30, 1929. 
Reconciliation of surplus as shown on corrected balance-sheet and original 


balance-sheet—April 30, 1929. 


X JOBBING CoMPANY 


Balance-sheet, April 30, 1929 


Assets 
Current: 
Cash in bank and on hand......... KG $ 21,679 
Accounts receivable....... : $110,873 
Less: allowance for doubtful accounts 15,000 95,873 
Merchandise inventory (computed). 369,539 
Permanent: 
Equipment...... , $ 23,916 
Less: allowance for depreciation 7,422 


Deferred 
Goodwill 


Liabilities and capital 


Current: 
Notes payable—bank $225,000 
Accounts payable... . 53,093 
Accruals..... 4,918 
Reserve for federal income tax, 1929 
estimated..... ea 2,637 
Capital stock: 
Preferred outstanding. . $100,000 
Common outstanding. . . 125,000 
Surplus: 
Balance—January 1, 1929.. $ 75,902 
Profit for period to April 30, 1929. 19,337 95,239 
Inventory computation, April 30, 1929 
Inventory—December 31, 1928....... 
Add: 
ee , $227,183 
Freight on purchases. . . 6,21. 
Deduct: 
Cost of goods sold (computed): 
aE SAE eC ear eae $260,128 
Less: discounts and allowances... 4,792 
$255,336 
Less: gross profit (28.70%)...... 73,281 


Cost of goods sold (as computed)... . 


Inventory—April 30, 1929 (as computed) 


226 


$487,091 


16,494 


2,302 
100,000 


$605,887 


$285,648 


320,239 


$605,887 


$318,198 


233,396 


$551,594 


182,055 


$369,539 
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Income and expense for the year ended December 31, 1928 

















Sales $762,107 
Less: discounts and allowances.......... 12,792 
i En, 2 oe al ae $749,315 
Cost of goods sold: 
Inventory—January 1, 1928........... $168,472 
PUIIED. 6 6s 6 oteces eecnnabennecsens $690,122 
Less: discount on purchases.......... 6,129 683,993 
$852,465 
Inventory—December 31, 1928........ 318,198 
Total cost of goods sold........... 534,267 
Gonns ebelt CIB. FO IG) oan sco cicccsvcaces. $215,048 
Selling and administrative expenses: 
Officers’ salaries Seb DUE De TR Pe cree $ 30,000 
Salesmen’s commissions............... 44,129 
Freight—inward and outwz OU oe ec 22,123 
Bad Gebte written of... 2. cc cc ccecess 9,492 
Depreciation—equipment............. 2,392 
Other expenses (summarized).......... 50,629 158,765 
RUE ORE ook nds css hieeess $ 56,283 
Other income: 
ES EO I $ 223 
Profit on sale of capital assets.......... 619 842 
$ 57,125 
Other deductions: 
I ann Oise hae isiseawwny 10,630 
$ 46,495 
Provision for federal income tax (12%)... . 5,579 
Net profit to surplus........ Said $ 40,916 
Income and expense for the four months ended April 30, 1929 
Net sales (see schedule)................. $255,336 
Cost of goods sold (see schedule)... ...... 182,055 
Gross profit . praea eee niiedit ka cathe ACs $ 73,281 
Selling and administrative exper nses: 
Officers’ salaries Te AS ante ee any $ 10,000 
Salesmen’s commissions............... 13,791 
Freight outward. RE REAL ie anne 4,978 
Bad debts written off . E Rast ee rs 3,623 
Depreciz 1tion—equipment . (iba ek dete 793 
Other expenses (summarized).......... 17, 360 50,545 
COORRUODE DUNE go. cc kes ccasawes $ 22,736 
Other income: 
Interest earned. : Sey eee $ 103 
Cash discount on pure -hases. Seay ee 3,297 3,400 
$ 26,136 
Other deductions: 
I ands 5 dasa ckaeeae anes 4,162 
oe $ 21,974 
Provision for federal income tax (estimated) 2,637 
Net profit to surplus.............. $ 19,337 
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Solution: 


X JOBBING COMPANY 
Statement of income and expense for the year ended December 31, 1928 


Sales ee 
Less: discounts and allowances 


Net sales. 

Cost of goods sold: 
Inventory, January 1, 1928 
Purchases 
Less: discount on purchases 


Net purchases 
Freight on purchases 


Total 
Inventory, December 31, 1928 


Total cost of goods sold 


Gross profit (20.136+%). 


Selling and administrative expenses: 


Officers’ salaries. ... 
Salesmen’s commissions 
Freight outward... 

Bad debts written off 
Depreciation—equipment 
Other expenses (summarized) 


Operating profit 
Other income: 
Interest earned 
Profit on sales of capital assets 


Total profit and income 
Other deductions: 


Interest paid 


Net profit to surplus 


$762,107 





12,792 

$168,472 
$693,184 
6,129 
$687,055 


19,106 706,161 


$874,633 
276,202 


$ 30,000 
44,129 
3,017 
9,492 
2,392 
50,629 


$ 223 
619 


X JOBBING COMPANY 
Computation of inventory as at April 30, 1929 


Inventory, January 1, 1929... 
Purchases..... ’ 
Less: discounts on purchases 


Freight on purchases...... 


$749,315 


598,431 


$150,884 


139,659 


w | 


$ 11,225 


842 


$ 12,067 


10,630 


$276,202 


227,037 
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Deduct: 
Cost of goods sold— 


Sales....... . $260,128 
Less: discounts and allowances....... 4,792 255,336 
Less: gross profits (20.136+%)....... 51,415 
Cost of goods sold. . ets 203,921 


Inventory, April 30, 1929........ ree $299,318 


X JOBBING COMPANY 
Statement of income and expense for the four months ended April 30, 1929 





Net sales... . Neyo ee $255,336 
Cost of goods sold. . ad 203,921 
Gross profit. . . “= $ 51,415 
Selling and administrative expenses: 

Officers’ salaries. . am , $ 10,000 

Salesmen’s commissions 13,791 

Freight outward..... wea 4,978 

Bad debts written off. . . cei 3,623 

Depreciation—equipment. . ne 793 

Other expenses (summarized). . 17,360 50,545 
Operating profit . ' $ 870 
Other income: 

Interest earned. . : 103 
Total profit and income $ 973 
Other deductions: 

Interest paid.... 4,162 
Net loss to surplus , . , $ 3,189 


X JOBBING COMPANY 
Reconciliation of surplus 
Profits 
four 

months 
Balance ended _ Balance 
January April April 
1,1929 30,1929 30, 1929 








Balance per books. ae $75,902 $19,337 $95,239 

Balance as adjusted. . ate ,; 36,423 3,189* 33,234 

Difference to be accounted for. ...... §39,479* §$22.526° $62.005° 
* Red. A 
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Which consists of: 


Purchases not entered in 1928 $ 3,062* $ 3,062 
Error in inventory of December 31, 1928 41,996* 41,996 
Add: back-taxes 5,579 2,637 $ 8,216 
Error in estimating inventory of April 30, 
1929 70,221*  70,221* 
$39,479* $22,526* $62,005* 
* Red. 


X JOBBING COMPANY 


Corrected balance-sheet, April 30, 1929 


Assets 
Current assets: 
Cash in bank and on hand $21,679 
Accounts receivable $110,873 
Less: allowance for doubtful accounts 15,000 95,873 
Merchandise inventory (computed 299,318 $416,870 
Overpayment—federal income taxes, 1928 5,579 
Equipment $23,916 
Less: allowance for depreciation 7,422 16,494 
Deferred charges 2,302 
Goodwill 100,000 
$541,245 
Liabilities and net worth 
Current liabilities: 
Notes payable—bank $225,000 
Accounts payable 53,093 
Accruals 4.918 $283,011 
Net worth: 
Capital stock outstanding: 
Preferred $100,000 
Common 125,000 $225,000 | 
Surplus— 
Balance at January 1, 1929, as adjusted. $ 36,423 
Loss for the period, January 1, 1929, to 
April 30, 1929. . 3,189 33,234 258,234 
$541,245 
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No. 2 (15 points): 


The balance-sheet of Broad and Wall, a partnership, as at December 31 
1927, was as follows: 





Assets 
ON os oho eanitonsa ences Loe eee $ 10,000 
PERE DOCEITIIE oo. 5a. 6 5k e cicienos ohana 90,000 
DOI gos 0.3 bo 694,06 omy hea ae Oe 60,000 
ee rer rr ne 50,000 
$210,000 
Liabilities 

I I 55. 6's nnd ep cweebeenskeeerde $ 20,000 
Rs 6 6055s ean ed Aaa 30,000 

Capital: 
OS Pee rr ee 100,000 
WA Kisnee ons 5 ise ihe pee ke ake 60,000 
$210, 000 


Profits were shared in the following proportions: Broad, three-fifths; Wall, 


two-fifths. 

On payment of $75,000, Roe was admitted to partnership with a one-fifth 
interest in the capital and profits of the new firm of Broad, Wall and Roe, 
whose total capital on Roe’s admission, December 31, 1927, was agreed upon 
as $250,000. 

The profit for the half year ended June 30, 1928, amounted to $40,000. 

During the half year, the partners’ withdrawals were: Broad, $14,000; Wall, 
$10,000, and Roe, $6,000. 

Prepare (a) the journal entries recording the transactions on Roe’s admission 
to partnership and (b) statements of the individual partners’ accounts at June 
30, 1928, after crediting the respective proportions of profit. 


Solution: 


Journal entries to record the transactions on Roe’s admission to partnership: 


(1) 
Goodwill. . ; : . $15,000 
Broad—capital account. . ; $9,000 
Wall—capital account....... ; 6,000 


To record the goodwill of the firm of Broad ond W all ac- 


cording to the agreement entered into before the admission 
of Roe. 


(2) 
oe , fy ... $75,000 
Broad—capital account...... ' $15,000 
Wall—capital account... . : 10,000 
Roe—capital account . 4 hh 6h ar sac a a ca era coal a 50,000 


To record the odmission of Roe and his contribution of 
cash. The excess of the cash payment over the credit to 
Roe’s capital account is distributed to the old partners 
(Broad and Wall) in their profit-and-loss ratio. 
The problem states that Roe ‘‘ was admitted to partnership with a one-fifth 
interest in the capital and profits of the new firm of Broad, Wall and Roe.” 
No mention is made as to the distribution of the remaining four-fifths of the 
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profits, and it is necessary, therefore, to divide the remainder equally between 
Broad and Wall. The profit-sharing ratio of the old partnership does not 


apply. 
BROAD, WALL AND ROE 
Statement of partners’ capital accounts for the six months ended June 30, 1928 


Broad Wall Roe Together 

Balances (old partnership), December 
34, 0907 ....... ee eaeerbat $100,000 $60,000 $160,000 
Goodwill........ 9,000 6,000 15,000 
Contribution of Roe... ee 15,000 10,000 $50,000 75,000 





Adjusted balances, January 1, 1928.. $124,000 $76,000 $50,000 $250,000 
Profit for six months ended June 30, 





ee se 40,000 
Broad 2/5 16,000 
Wall 2/5. , 16,000 
Roe 1/5... 8,000 
Total. . .. $140,000 $92,000 $58,000 $290,000 
Drawings..... 14,000 10,000 6,000 30,000 
Balances, June 30, 1928. . .. $126,000 $82,000 $52,000 $260,000 


No. 3 (20 points): 

A testator leaves $1,000,000 invested in securities yielding five per cent. 
per annum and other property, specifically bequeathed, valued at $500,000. 

Preferred pecuniary legacies to be paid by the executors amount to $50,000. 
Provision is made for four annuities of $500 each for five years, two annuities 
of $1,000 each for five years and two annuities of $1,000 each for ten years, and 
the executors are to receive five per cent. of all bequests distributed by them. 
Federal and state estate taxes on the whole estate, and state inheritance taxes 
on preferred legacies to be distributed by the executors and those on all an- 
nuities amount to $60,000. 

At the end of two years, during which interest received on securities aggre- 
ated $96,000 and legal, accounting, clerical expenses, etc., amounted to 
20,000, the executors transferred the balance of the estate to trustees who 

were entitled to receive $10,000 per annum as salaries and three per cent. 
commission on all bequests distributed by them. They received, further, 
$2,000 per annum for expenses. 

The terms of the will instructed the trustees to continue the trust until 
twelve years after the testator’s death, or five years longer if necessary, to pay 
a special legacy of $100,000 (inheritance tax to be paid by legatee) Jon years 
after the testator’s death and finally to distribute certain Tdewed legacies 
aggregating $1,000,000, pay a seven per cent. inheritance tax thereon and hand 
the balance to the residuary legatee who would pay his own inheritance tax. 

With the purpose of ascertaining whether or not the terms of the will, as 
specified, are workable, you are required to prepare statements showing (a) 
the amount paid to the trustees by the executors and (b) the amount paid to 
the residuary legatee by the trustees with the date of such payment, i. e., the 
number of years after testator’s death. 

Assume that funds can be invested to yield five per cent. per annum and use 
simple interest only in each step of your computations. 

No distinction need be made between principal and income in either ex- 
ecutors’ or trustees’ accounts. 
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Solution: 





EXECUTORS OF ESTATE OF 
Charge and discharge statement from ——— to —— (two year period) 
We charge ourselves with: 


Assets per inventory: 





Securities......... , : 5 nll ged ace eee aie $1,000,000 .00 
Other property..... nica», Wiad aetna GL hones Pee 500,000 .00 
Interest received on securities..................cccceee 96,000 .00 
$1,596,000 .00 








We credit ourselves with: 
Federal and state taxes on the whole estate, and state in- 
heritance taxes on preferred legacies, and on annuities $ 60,000.00 





Legal, accounting, clerical expenses, etc................. 20,000 .00 
Property (specifically bequeathed) . . NPP MORE ch 500,000 . 00 
Pretered mecwiiney WNGIIB. ow oo os cece kencaeacces 50,000 . 00 
ono 6 hE AS arch DR eee 12,000.00 
Executors’ fees......... Tile an sip evinces Lote @ gd ke a aan oe 28,100.00 
Balance turned over to trustees.................00000- 925,900 .00 

$1,596,000 .00 





Computation of executors’ fees 
Annuities paid: 





Four at $500.00 each....... eT ee $ 2,000.00 
Two at $1,000.00 each........ ey oe 2,000 .00 
Two at $1,000.00 each......... ere ee 2,000 .00 
Total paid each year fortwo years ... $ 6,000.00 
Amount of annuities paid during the two 
ones (2 XC GRINNED s on k cnc ccsaces scene $ 12,000.00 
Property specifically bequeathed............ 500,000 .00 
Preferred pecuniary legacies................ 50,000 .00 
RS a deo ese ee eee $562,000 .00 
Executors’ fees—5% of $562,000.00.......... $ 28,100.00 








TRUSTEES OF ESTATE OF 








Charge and discharge statement from to 
We charge ourselves with: 
Balance received from trustees................00e0eees $ 925,900.00 
Interest received (see schedule II)..................... 498,304.20 





$1,424,204. 20 
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We credit ourselves with: 


Annuities paid (schedule I) .....  $ 28,000.00 
Special legacy. . v ‘ 100,000 .00 
Deferred legacies............. ; 1,000,000 . 00 
Inheritance tax on deferred legacies Pata 70,000 .00 
Trustees’ commissions (schedule |) : Pekin 33,840.00 
Trustees’ salaries (schedule I)... Cee ae 100,000 .00 
Trustees’ expenses (schedule I)... . He BE eee 20,000 .00 
Balance to residuary legatee (schedule II).............. 72,364.20 





$1,424,204. 20 
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